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“}\ This is no time to relax 


\ With the end of controls the major responsibility for containing 
and reducing inflationary pressures in Canada has reverted to individ- 


\p ual decision-makers. Their performance to date warrants mixed 
‘|-reviews. 


Some initial post-control trends are worrisome and a matter for 
increasing concern. 


There is a distinct upward trend in early post-control wage settle- 
ments. Undoubtedly those increases were partly conditioned by last 
year’s 9% inflation rate. Those who believe that last year’s high CPI 
increase should form the basis for forthcoming post-controls wage 
and salary decisions should keep two points prominently in mind: 


1. Prices rose by about 3% last year as a direct result of the depre- 
ciation of the Canadian dollar. Canadians as a whole cannot recover 
this loss of purchasing power by paying themselves higher incomes 
now. The loss of purchasing power is a real income loss by Canadians 
to other countries. It simply has to be absorbed. Attempts to recapture 
the loss will bring more inflation and could lead to a further deprecia- 
tion of the dollar. 


2. The prices of meat, fresh fruit and fresh vegetables rose by 30% 
last year because of a cyclical shortage of beef, poor crop conditions 
and the dollar’s depreciation. That increase can’t realistically be built 
into expectations for this year and next. 


If we avoid pushing up our costs it should create the conditions 
for a real improvement in the CPI in 1979 and later years. The infla- 
tionary effects of dollar depreciation will be smaller this year. The 
problem of food-price increases should be less. Unit labour costs 
have been moderating. The opportunity now exists for rea/ incomes to 
rise because of lower inflation. 


The business sector has a critical role to play in the process. Im- 
port prices have risen because of the dollar’s depreciation. That means 
less competition for many Canadian producers—who, now have a 
chance to raise their own prices. We will all be better off if they avoid 
that temptation, and instead use their new competitive edge to win 
markets away from those imports. That will mean less pressure on 
prices and more jobs in Canada. 


Profits in many cases have also been enlarged by depreciation of 
the dollar. How will those profits be used? Those now maneuvering to 
claim a larger share of that pie—employees, managers, shareholders, 
suppliers—should understand fully and clearly the need to reinvest 
those profits in Canada to modernize and expand plant and equip- 
ment, and create more jobs. 


There is no room in the present situation, either, for governments 
to relax. The monetary and fiscal position of government must con- 
tinue to support a reduction in inflationary pressures. And the many 
individual decisions that governments make—with public sector 
prices and charges, labour negotiations and the great range of regula- 
tive changes and policy decisions—all should form a coherent strategy 
to help bring down inflation. 


In pursuit of timely data on price increases.. 


Following is the text of a letter addressed to the firms listed opposite. 


At their Conference on the Econ- 
omy last February, the Federal and 
Provincial First Ministers asked the 
Economic Council of Canada to un- 
dertake the responsibility for analyzing 
price and cost developments for a lim- 
ited post-controls period. The Centre 
for the Study of Inflation and Produc- 
tivity has been established to fulfill this 
request. 

With the end of the mandatory 
controls program, a large measure of 
the responsibility for controlling infla- 
tionary pressures has shifted back to 
the Canadian public—to the individual 
decisions of governments, business, la- 
bour and other groups. The role of the 
Centre is to monitor and analyze prices 
and incomes and to inform the public 
of developments which appear to 
threaten our ability to reduce inflation. 
The Centre also has the responsibility 
to investigate structural problems 
which may add to costs and prices or 
make the economy less able to cope 
with inflationary shocks. In addition, 
the Centre has a research and educa- 
tion role in the improvement of 
productivity. 

Unlike the Anti-Inflation Board, 
the Centre has no power to require that 
data or other information be provided, 
nor can it intervene directly in income 
and price decisions. Its function is to 
act as an early warning system for pub- 
lic benefit, and to do that we will be re- 
lying mainly on public information, in- 
cluding published statistics and 
newspaper and trade literature reports 
of individual price and income deci- 
sions. The Centre is hopeful, however, 
that this information base can be 
broadened with the co-operation of the 
Canadian business community. Our 
objective is to ensure a timely and ac- 
curate review of price and cost devel- 
opments and their causes and conse- 
quences. It is important, we feel, that 
the public understand not only that a 
significant development has occurred, 
but also why and with what implica- 
tions for the economy. 


On this basis, the Centre is asking 
your firm and a number of other large 
firms to inform us of major price 
changes, together with any background 
information you can provide that 
would be of assistance in assessing 


their significance and impact. We 
would also be interested in hearing of 
major price changes affecting the ma- 
terials, supplies and services which you 
purchase. 

The information we seek is for 
price changes of some significance (say 
above 3% cumulatively on an annual 
basis) for products, product lines or 
services which form an important por- 
tion of your sales, which are important 
raw materials, or which form a signifi- 
cant portion of consumers’ budgets. 
We are hereby inviting your sugges- 
tions on how the information relating 
to your company might best be provid- 
ed. It is not our intention to impose a 
heavy paper burden. Indeed, the Cen- 
tre does not have the resources to cope 
with a great volume of paper. The kind 
of information we seek is general or 
summary, not exhaustive and detailed. 
It is to assist us in identifying trends on 
a timely basis and not to compile a 
massive data base or duplicate the 
work of Statistics Canada. 


Some companies may find that the 
criteria and procedures established to 
meet the AIB’s requirements for price 
pre-notification could be useful, al- 
though it should be emphasized that 
we do not require nor indeed seek ad- 
vance information. It may be that 
much of the data could be provided 
through existing mechanisms such as 
photocopying price announcements to 
customers or price reports to Statistics 
Canada, if such information is suffi- 
ciently summarized. Wherever possi- 
ble, it would be most useful if you 
could provide an historical perspective 
on price movements as well as descrip- 
tive material which would assist us in 
placing these price changes in an ap- 
propriate context. 


We would assume that the data 
you provide could be made public un- 
less you advise otherwise. We will re- 
spect the confidential limitations you 
place on such data, and would not use 
publicly any information provided on 
a confidential basis that would permit 
your firm to be identified. 

In addition to specific price infor- 
mation, it is anticipated that members 
of our staff will wish from time to time 
to contact your firm to obtain further 
background information on particular 


price increases or viewpoints that . 
would enhance our knowledge of the 
problems and prospects facing your in- 
dustry. It would be helpful to us if you — 
would identify a contact person for this 
purpose. We would hope we can count — 
on your support in these endeavours as- 
well, and indeed we will welcome any 
unsolicited perspectives you may wish 
to forward to us. 


It should be explained carefully 
why we are seeking your co-operation. 
With the termination of formal con- 
trols, the decision has been made by 
governments that reasonable wage and 
price performance should be pursued 
as a matter of common sense and real- 
ism through the normal working of 
market forces, but that the operation of 
the market can be facilitated by a 
greater public awareness and under- 
standing of actual developments. It is 
the Centre’s role to promote this 
greater comprehension, and to help en- 
sure that wage and price decisions yet 
to be made are undertaken with as 
complete a knowledge of the economic 
environment as possible. Thus, in our 
request to you we are seeking to de- 
velop an information system to keep us 
current on price changes as they occur, 
a system that will close many of the 
gaps and time lags in much of the 
available data, and will enable us to 
comment accurately, fairly, and 
promptly. 

The Centre looks forward to hear- 
ing from you concerning the manner in 
which you will be able to co-operate 
and the form in which our requested 
information could be most usefully 
provided. Some firms will wish to dis- 
cuss with us the most convenient way 
in which our request can be met, par- 
ticularly in those cases where there is a 
large number of products or product 
lines, where prices are volatile, or 
where some aspects of pricing beha- 
viour, e.g. discount policy, may make 
list prices a less useful indicator. We 
will be pleased to provide any further 
clarification of our requirements and 
intentions. 


Yours sincerely, 


Robert C. Douglas 
Executive Director 


... the Centre has written to these firms: 


A&W Food Services of Canada 
Abitibi Paper 

Agra Industries 

Air Canada 

Alberta Power 

Alberta Government Telephones 
Alcan Aluminium 

Algoma Steel 

Allstate Insurance of Canada 
American Motors (Canada) 
Amoco Canada Petroleum 

Atco Industries 

Avis Transport of Canada 

B.P. Canada 

Bank of Montreal 

Bank of Nova Scotia 

Banque Canadienne Nationale 
Bell Canada 

Bombardier 

British Columbia Forest Products 
British Columbia Hydro & Power Authority 
British Columbia Packers 

British Columbia Sugar Refining 
British Columbia Telephone 
Bristol-Myers Canada 

Budget Rent-A-Car of Canada 
Burns Foods 

CKR 

Calgary Power 

Canada Cement Lafarge 
Canada Packers 

Canada Permanent Mortgage 
Canada Trustco Mortgage 
Canadian Admiral 

Canadian Appliance Manufacturing 
Canadian General Electric 
Canadian Gypsum 

Canadian Imperial Bank of Commerce 
Canadian Industries 

Canadian International Paper 
Canadian Motor Industries Holdings 
Canadian National 

Canadian Pacific 

Canron 

Carling O’Keefe 

Celanese Canada 

Chrysler Canada 

Coca-Cola 

Cominco 

Commonwealth Holiday Inns of Canada 
Consolidated-Bathurst 
Consolidated Foods Corp. Canada 
Consumers Gas 

Continental Group of Canada 
Co-operators Insurance 

Crown Zellerbach Canada 

John Deere 

Dominion Bridge 

Dominion Dairies 

Dominion Foundries & Steel 
Dominion Textile 

Domtar 

Dow Chemical of Canada 
DuPont of Canada 

Eastern Provincial Airways 


Falconbridge Nickel Mines 
Firestone Canada 

Ford Motor of Canada 

Four Seasons Hotels 

GTE Sylvania Canada 

GWG 

General Foods 

General Motors of Canada 
Genstar 

Golden Eagle Canada 

B.F. Goodrich Canada 
Goodyear Canada 
Great-West Life Assurance 
Greyhound Lines of Canada 
Gulf Canada 

Harding Carpets 

Hawker Siddeley Canada 
H.J. Heinz of Canada 

Hertz Canada 

Honeywell 

Hudson Bay Mining & Smelting 
Husky Oil 

Hydro-Québec 

IBM Canada 

Imasco 

Imperial Oil 

Inco 

Ingersoll-Rand Canada 
Intercontinental Packers 
International Harvester of Canada 
Interprovincial Steel and Pipe 
Irving Oil 

Kellogg Salada Canada 
Kimberley-Clark of Canada 
Kodak Canada 

Kraft 

John Labatt 

Lever Brothers 

Levi Strauss of Canada 
London Life Insurance 

R.J.R. MacDonald Inc. 
MacMillan Bloedel 

Manitoba Hydro-Electric 
Manitoba Telephone 
Manufacturers Life Insurance 
Maple Leaf Mills 

Maritime Electric 

Maritime Telegraph & Telephone 
Massey-Ferguson 

McCain Foods 

McDonald's Restaurants of Canada 
Mobil Oil Canada 

Molson Companies 
Monsanto Canada 

Moore 

National Sea Products 

Nestlé (Canada) 

New Brunswick Electric Power Commission 
New Brunswick Telephone 
Newfoundland & Labrador Hydro 
Nissan Automobile (Canada) 
Noranda Mines 

Norcen Energy Resources 
Nordair 

Northern Telecom 


Nova Scotia Power 

Ontario Hydro 

Outboard Marine of Canada 
PPG Industries Canada 
Pacific Petroleums 

Pacific Western Airlines 
Pepsi-Cola Canada 
Petrofina Canada 

Petrosar 

Philips Electronics Canada 
Pilkington Brothers Canada 
Polysar 

Procter & Gamble of Canada 
Quaker Oats of Canada 
Quebecair 

RCA 

Redpath Industries 

Reed Paper 

Reynolds Aluminum of Canada 
Rio Algom 

Robin Hood Multifoods 
Rothmans of Pall Mall Canada 
Royal Bank of Canada 

Royal Insurance of Canada 
Royal Trust 

Saskatchewan Telecommunications 
Saskatchewan Power Corporation 
Schneider 

Scott Paper 

Scott's Restaurants 

Seagram 

Shell Canada 

Sheraton 

Silverwood Industries 

Skyline Hotels 

Standard Brands 

Stanfield’s 

Steel Company of Canada 

Sun Life Assurance of Canada 
Sun Oil 

Swift Canadian 

Texaco Canada 

3M Canada 

Tilden 

Toronto-Dominion Bank 
Transair 

TransCanada Pipelines 
Travelers of Canada 

Union Carbide Canada 

Union Gas 

Volkswagen Canada 

Voyageur 

Wabasso 

Hiram Walker-Gooderham & Worts 
Weldwood of Canada 
Westcoast Transmission 
Western International Hotels 
Westinghouse Canada 

White Motor of Canada 

Xerox of Canada 


The upturn in wages-a clear signal of danger 


Data on major post-controls wage 
settlements reported up to the end of 
November 1978 indicate a distinct up- 
ward trend. 


In its Report to the First Muinis- 
ters’ Conference on the Economy last 
November, the Centre said that the 
“downward trend that had been ob- 
served throughout the controls pro- 
gram may have bottomed out” and 
that the possibility of an upward trend 
was indicated. This trend is now 
confirmed. 


Evidence of the renewed pressure 
emerges from the Centre’s analysis of 
preliminary data reported in the Octo- 
ber and November issues of Collective 
Bargaining Review published by La- 
bour Canada. 


In summary, the effective annual 
rate of increase in the /owest wage rates 
published there—including COLA- 
clause payments estimated at an an- 
nual 8% rate of CPI increase—is in the 
order of 8.8%. The average rate of in- 
crease had been 8.4% in the third quar- 
ter of 1978. 


There have not yet been enough 
major post-controls settlements with 
high rates of increase to drive up the 
Canadian cost structure irreversibly; 
the largest part of the post-controls 
bargaining is either now under way, or 
will begin during the next several 
months. 


There is still a reasonable chance of 
avoiding a post-controls “wage-price” 
bubble. However, if this upward wage 
trend continues, the chance will be 
lost. 


Undoubtedly last year’s relatively 
high rate of CPI increases had a bear- 
ing on the wage settlements that were 
reported in October and November, in 
particular. As reported elsewhere in 
this issue of The Monitor the Centre be- 
lieves that the rate of CPI increase will 
moderate in the coming months. This 
should be taken prominently into ac- 
count in current and forthcoming con- 
tract negotiations. 


The 1974-75 round of compensa- 
tion increases in excess of productivity 
gains contributed greatly to a counter- 
productive increase in the country’s 


Average Earnings and Labour Income. 
Year-to-year changes 


+ Average hourly earnings: manufacturing 
Total labour income per paid worker 


1972-73 1973-74 1974-75 
*Based on monthly seasonally adjusted data 
cost structure, that weakened our inter- 
national competitiveness, that led to 
the depreciation of the dollar, that con- 
tributed to inflation, that resulted in all 
of us taking a real loss in the purchas- 
ing power of our incomes. 


Any attempt now to recoup that 
loss through an acceleration of nominal 
wages will merely heighten the cost 
and price pressures in the Canadian 
economy, and start the whole process 
over again. Any short-term gains that 


|__| Average weekly earnings: industrial composite 
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people think they are getting will prove 
to be short-term and illusory over the 
longer run. 


The best way out of this situation 
is a concerted, collective effort to re- 
strain costs, stimulate growth, and get 
the slack out of our economy. This will 
permit us to improve productivity so 
that we can earn higher rea/ income 
gains without having them wiped out 
by another wage-price spiral. 


Average annual wage increases in major post-controls settlements,1978 


(Bargaining units of 500 + employees) 


No. of settlements 
No. of employees 
Employees with COLA 


Effective Increases 
At 6% CPI Increase 


Settlements without COLA 
Settlements with COLA 
All Settlements 


At 8% CPI Increase 


Settlements without COLA 
Settlements with COLA 
All Settlements 


Second Third October & 

Quarter Quarter November 

53 123 94 

109,905 195,810 179,655 

47.1% 25.6% 28.0% 
(Per Cent) 

Fes! 8.0 8.7 

8.0 8.2 8.1 

7.6 8.0 8.5 

3 8.0 8.7 

9.0 9.5 9.3 

8.1 8.4 8.8 


settling out of controls 


As part of its post-controls moni- 
toring, the Centre has reviewed a large 
number of wage settlements. Following 
is a summary of major developments to 
date: 


Construction: Restraint 


Since wage controls have been lift- 
ed, settlements in the Canadian con- 
struction industry have been moderate. 
The industry association, the construc- 
tion unions, and their individual mem- 
bers, are to be commended. 

Hourly compensation increases 
negotiated in three trades—for carpen- 
ters, electricians, and labourers—are 
generally well below 8% a year on two- 
year contracts covering 1978 and 1979. 

That would have been hard to pre- 
dict. For many years there were above- 
average wage increases in the construc- 
tion industry in Canada: average gains 
of 12.3% a year in 1972-73, and a re- 
cent high of 18% in 1975. In many 
cases these were two-year contracts 
that were signed just ahead of the Oc- 
tober 1975 start of the AIB. In effect, 
then, much of the construction indus- 
try compensation did not come under 
controls until 1977. 

Whence came the new modera- 
tion? 

1. These are not bullish days in the 
construction labour market; demand 
for most types of workers in most 
places is not strong. 


2. There is a threat of increased compe- 
tition from non-union construction 
firms. 


3. On both sides of the construction in- 
dustry there is generally reported to 
be a pretty good understanding of 
the current problems of the Cana- 
dian economy, and of the need for 
restraint. 

Reasons aside, the wage negotia- 
tion pattern that has emerged in con- 
struction in recent months Is a positive 
development. In an industry that now 
accounts for about 14% of GNP and 
about 6.5% of all jobs in Canada, mod- 
eration is a necessary ingredient for 
successful transition out of controls. 

The test for the industry now is 
whether it will maintain this attitude. 
This spring, a major round of bargain- 
ing begins for the construction trades 
in Quebec. And the General Labour 


and Trades Group employed by the 
federal government will be negotiating 
a new contract soon. 


The moderation must continue. 


Teachers: Moderation 


The Centre has analyzed 27 major 
post-controls settlements _ covering 
about 46,000 teachers and has found, 


in most cases, reasonable moderation 
in wage increases. Counting COLA 
clauses and assuming, for example, an 
annual CPI increase of 8% over the life 
of the new contracts, the average an- 
nual gain in wage rates would be just 
under 7%. 


This is what one would expect; 
with declining demand for teachers, 


How we measure wage increases 


The Centre has adopted a well es- 
tablished method for analyzing wage 
increases. Put simply, the wage rate 
that will be in effect at the end of the 
new contract is compared with the 
wage rate at the end of the old con- 
tract, and the annual percentage 
change is computed. Where the con- 
tract contains a cost-of-living allow- 
ance (COLA) clause, the Centre esti- 
mates the wage increase that would be 
generated by this feature, assuming a 
certain rate of inflation. 


This is the method the Centre has 
used in compiling its trend data on 
wage changes as well as analysing indi- 
vidual settlements such as the ones 
noted above, and the earlier settle- 
ments the Centre has commented on: 
the Steelworkers contracts with Stelco 
and the Iron Ore Company of Canada, 
and the contract between the Letter 
Carriers’ Union of Canada and the 
federal government. 


LCUC Wage Increase 


(Assuming 8% annual rate of CPI increase) 


1/7/78 4/7/79 31/12/79 
For example, at the end of the old 
contract between the LCUC and the 


federal government, the wage for the 


major job classification was $6.65 per 
hour plus a COLA payment of $0.46 
per hour, giving a total of $7.11. Under 
their new 18-month contract, there will 
be two general wage increases yielding 
$0.70 per hour, plus — if there is an 8% 
annual increase in the CPI — an addi- 
tional $0.41 per hour generated by a 
COLA clause, giving a total at the end 
of the new contract of $8.22. The 
annual rate of increase can therefore be 
calculated as 10.15%, as shown on the 
chart. 


In our view, this approach pro- 
vides the best long-term perspective on 
the impact of the contract changes. Es- 
sentially the same approach was used 
by the Anti-Inflation Board for three 
years, and the United States guideline 
program has built this approach into 
its wage calculations. 


It has been suggested that a more 
appropriate way of calculating the im- 
pact of a contract change is to compute 
the increase in the expenditures on 
wages that will occur during the period 
of the contract. This produces a per- 
centage increase in the total cost of the 
wage bill for the period, essential for 
budgeting, but it does not in all cases 
provide a good measure of the long-- 
term impact on the level of costs. Wage 
increases that occur towards the end of 
a new contract may generate very little 
cost during the contract, but do create 
long-term costs and form the base for 
future increases. 


The Centre has therefore adopted 
the end-of-contract over end-of con- 
tract approach to measure wage in- 
creases. This method will be used both 
in the evaluation of individual con- 
tracts, and in the generation of aggre- 
gate statistics covering major wage set- 
tlements. 


they should be settling for wage in- 
creases that on average are below the 
overall average for the whole economy. 


Two teachers’ settlements that ap- 
peared rather high were questioned by 
the Centre: 


One settlement in Ontario be- 
tween the Lambton County Board of 
Education and 700 elementary school 
teachers included increases which in 
some categories were in the order of 
11%. In this case, the 
settlement—resulting from an arbitra- 
tion award—was based on the need to 
equalize the salaries of elementary 
school teachers with the equivalent 
classifications in the secondary school 
system in Lambton County. 


A recent settlement in Ontario for 
elementary school teachers employed 
by the Carleton Board of Education re- 
sulted in a two-year contract with in- 
creases in the order of 8% a year. That 
Board is recognized as having among 
the highest teacher salaries in the prov- 
ince. But again the latest settlement 
took into account a disparity between 
elementary and secondary school 
teachers with similar qualifications. 


Bell Canada: Catch-up 


All contracts are born with exten- 
uating circumstances. Some are more 
extenuating than others. 


The Canadian Telephone Em- 
ployees Association has signed with 
Bell Canada one-year agreements end- 
ing next November 30 that provide 
varying dollars-per-week increases for 
various categories of employees, but 
generally provide an increase of about 
8.5% a year to 500 sales employees and 
1257: 4a years to. 415,000 Wclerical 
employees. 


The Centre’s main concern is with 
the high rate for the clerical group. In- 
creases that high, at this time, will seri- 
ously complicate the country’s collec- 
tive effort towards avoiding a renewed 
burst of domestically generated high 
price and wage increases. 


In planning its compensation, Bell 
Canada makes a detailed review of 
wages paid for similar employees in a 
large number of locations. In this case, 
the company’s analysis led it to the 
conclusion that its clerical workers had 
fallen behind the salaries paid by firms 
competing for the same kind of work- 
ers, and management felt that staff 

| turnover and low morale were becom- 


6 


ing significant cost factors. Therefore it 
decided that an above-average increase 
in salaries was necessary. 


The Centre agrees that somewhat - 


high or low settlements may be needed 
to cope with wage distortions in some 
circumstances. But they should be seen 
as clear exceptions, not indicators of a 
trend. Obviously, a trend of 12.5% 
wage settlements would result in sharp 
acceleration of inflation in Canada. 


Our present economic circum- 
stances indicate the need for gradual 
elimination of distortions in the wage 
structure. While a relatively high settle- 
ment may have been required for the 
Bell clerical workers, the Centre is of 
the view that a more gradual correc- 
tion would have been more compatible 
with a successful transition out of man- 
datory controls. 


The Food Industry 


The Centre has reviewed 28 major 
post-controls wage settlements cover- 
ing about 62,000 employees of food 
processing companies and _ food 
retailers. 


For each settlement the Centre 
has calculated the annual rate of in- 
crease for the lowest-paid classification 
listed in the Collective Bargaining 
Review. If that classification has a 
range of salaries, the Centre calculates 
the percentage increases at both ends 
of the salary range. 


This may overestimate the average 
salary increase for the entire bargain- 
ing unit. For example, a $100 increase 
is a higher percentage increase on a 
$6,000 salary than on a $10,000 salary. 
However, this upward bias is typically 
offset by the relative value of fringe 
benefits and, for example, reduced 
hours of work. 


Food Processors: Average 


In the food processing industry, 17 set- 
tlements covering 21,000 employees 
provide increases of 8.8% a year for the 
lowest classifications, but about half of 
these people are employees of the 
meat-packing industry where the in- 
creases average 8.9%. 


Some higher settlements stand out 
in this analysis: 10.8% in a contract 
covering 500 employees of Lowney’s 
Ltd. in Sherbrooke; 9.8% in a settle- 
ment between Alpha Milk Co. and 550 
employees in Calgary; and—counting 
the effect of a COLA clause and as- 


suming 8% inflation—an increase of 
12.3% in a contract between Heinz and 
1,165 employees in Leamington, 
Ontario. 


Conversely, these lower settlements 
should be noted: 7.9% for about 1,000 
Coca-Cola employees in Ontario; and 
8.3% for 630 Kellogg Salada employees 
in London, Ontario. 


Supermarkets: High 


In 11 major settlements covering 
41,000 supermarket employees, there is 
an average increase of 11.1% a year at 
the bottom of the lowest published sal- 
ary range, and 10.4% at the top of the 
range. 


Settlements below these averages 
included increases of between 5% and 
8% for 915 employees of Dominion 
Stores and Loblaws in Winnipeg, and 
roughly 8% to 9% for 1,800 employees 
of Safeway, also in Winnipeg. 


Considerably above the group av- 
erages was the 13.6% settlement be- 
tween Loblaws and 6,000 employees in 
Ontario. In Montreal, Steinberg’s set- 
tled with 6,470 employees for increases 
of 14.4% at the bottom of the lowest 
salary range and 10% at the top. 
Dominion Stores signed with 10,300 
Ontario workers for a 10.9% increase 
in the lowest published classifi- 
cation. 


While there may be particular cir- 
cumstances that led to a relatively high 
settlement in any one of these cases, 
the Centre views the general trend in 


the industry as a _ very serious 
development. 
The settlements for the retail 


stores in particular could seriously 
complicate the objective of slowing the 
rate of growth of retail food prices. 


Such high wage settlements do not 
automatically imply corresponding 
food price increases, but the danger is 
there. The key is whether or not the 
wage advances are backed up by satis- 
factory productivity improvements in 
retail food operations. The onus is on 
both management and labour in this 
sector to ensure that efficiency gains 
do justify what appear to be very gen- 
erous wage settlements. If they do not, 
there will be increased upward pres- 
sure on food prices at a time when the 
moderation of food price increases is 
essential. 


Basic inflation-no better,no worse 


Price inflation in Canada, as mea- 
sured by the All-Items Consumer Price 
Index (CPI), accelerated to an annual 
average of 9% in 1978 from a rate of 
8% in 1977 and 7.5% in 1976. The CPI 
peak was in July at 9.8%; the rate of in- 
crease declined to 8.4% in December. 
The 9% average increase for 1978 
would have been somewhat worse ex- 
cept for the temporary retail sales tax 
reductions in most provinces for six 
months of the year. 


The Centre’s measure of the trend 
in the underlying rate of inflation, 
which excludes the erratic price move- 
ments of meat, fresh fruit and fresh 
vegetables from the CPI, fell in 1978 to 
6.9% from a rate of 7.9% in 1977 and 
e27o-in 1976" The Centre excludes 
these three items, which make up only 
about 7% of the weight of the CPI and 
about one-third of the food compo- 
nent, because their prices move both 
up and down erratically in the short 
run, though they move closely in line 
with other prices over longer periods of 
time. The Centre believes that the con- 
cept of the underlying rate of inflation 


is useful in helping to determine the 
amount of inflation embedded in the 
economy’s cost structure. 

The Basic Rate of Inflation 

— CPI 


— CPI (excluding meat, fresh fruit and 
fresh vegetables) % 


USPARS 1978 


The decline in basic inflationary 
pressure occurred largely because in- 
creases in the cost of labour and mate- 
rials continued to moderate and profits 
on domestic sales remained at or below 
historical levels. A large source of con- 
tinuing upward pressure, however, was 
exerted from the depreciation of the 


Prospects for food prices 


The strong upward pressure on 
food prices which had been evident 
during the first half of 1978 moderated 
after July. The food component of the 
Consumer Price Index in fact declined 
during August and September when 
supplies of relatively cheap local pro- 
duce were at their peak. A rising trend 
was re-established in October, but by 
year-end the level of the food index 
was still 1.7% lower than the high point 
reached five months earlier. 


Within the total, the cost of food 
consumed outside the home continued 
to rise fairly strongly—by a further 5% 
between July and December. Thus the 
moderation was particularly marked 
for the important element of food for 
home consumption. The level for De- 
cember was up 13.5% from the previ- 
ous December, compared with the 23% 
year-over-year change which had pre- 
vailed in July 1978. 


While the upward trend in food 
prices is expected to continue during 


1979, the average rise for the year as a 
whole should be much lower than was 
the case for 1978. The consensus of 
forecasts presented at the recent gov- 
ernment-sponsored Agricultural Out- 
look Conference, for example, called 
for the food price component of the 
CPI to advance by 8% to 11% for the 
year as a whole. The higher end of the 
range reflected relatively more pessi- 
mistic assumptions about further dol- 
lar depreciation and crop conditions. 


It is a fact that some additional 
upward pressure will be exerted early 
this year, reflecting the effect of the 
elimination of federal government sub- 
sidies on wheat prices, increases in in- 
dustrial milk prices, and the aftermath 
of some recent crop damage in Califor- 
nia. It will be recalled, however, that 
the early part of 1978 was influenced 
by severe winter conditions in the 
southern United States. We hope that 
won't happen again. It is also worth 
noting that consumers appear to have 
shifted their purchases of food away 


Canadian dollar. As with the CPI, the 
underlying inflation picture was im- 
proved somewhat in 1978 by the tem- 
porary sales tax reductions. 


From 1976 to 1978 the CPI and 
the underlying rate of inflation moved 
in different directions, crossing in 1977, 
as the price movements of meat and 
fresh fruit and vegetables turned 
around from an absolute decline of 
0.2% in 1976 to an astonishing increase 
of over 30% last year. As a result, the 
CPI tended to understate the amount 
of underlying inflationary pressure in 
the economy in 1976 and may have led 
Canadians to be too optimistic about 
our inflation prospects. Similary, the 
CPI is currently overstating the 
amount of underlying inflationary 
pressure. 


A disturbing feature of the under- 
lying rate of inflation during 1978, 
however, was its near constancy 
around 7%, after declines from 1975 
through 1977. Continued efforts to re- 
strain cost increases will be necessary if 
we are to see any major improvement. 


from some of the higher priced items 
such as beef towards less costly pro- 
ducts such as pork and poultry, lessen- 
ing the cumulative impact of rising 
food costs on consumer budgets. 
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Electricity Rates: 


Turn on now-— Pay later’? 


All Canadians face the prospect of 
rising electricity rates in the months 
and years ahead. 


That’s unhappy news for consum- 
ers on two counts: 


1. The cost of running a household will 
go up. Electricity now accounts for 
5.4% of housing costs. 


2.The cost of consumer goods and 
services in which electricity is a sub- 
stantial input will also tend to rise. 
Electricity accounts for about 1.6% 
of the price of food and 1.2% of 
clothing, for example. 


More troublesome is the 
threat to our underlying cost 
structure. Almost half the 
electricity sold in Canada 
goes into industry, and 
it makes up about 

7.4% of the cost of 
producing chemi- 
cals, 7.5% of the 

cost of cement, 
5.6% in the 
case of pulp 
and paper, 
and 5.4% 


of the cost of producing aluminum. 
These estimates include only the cost 
of purchased electricity; some indus- 
tries produce significant amounts for 
their own power needs. For example, 
the total electricity used in aluminum 
production accounts for roughly 35% 
of costs. 


Electricity also accounts for about 
2.5% of our export costs. Some of the 
most intensive users of electrical en- 
ergy are our big export earners—such 
as newsprint, lumber and timber, pulp, 
nickel, aluminum, iron ores, and motor 
vehicle parts. Thus higher power rates 
will work against our international cost 
competitiveness. 


Why the increases? 


Through the first half of the 1970s 
electricity prices across Canada re- 
mained relatively stable. Then they be- 
gan to rise sharply. The electricity 
component of the Consumer Price In- 
dex went up 16% in 1976, a further 17% 
in 1977, and 8% last year. 


These price rises reflect cost pres- 
sures that have varied across the coun- 
try in amount and type. In some prov- 
inces a major factor has been the rising 
cost of fuel, mainly oil and coal, for 
thermal generating plants. 


Nova Scotia is a striking case. 
Over the past seven years its residen- 
tial, commercial and industrial power 
rates have more than doubled. Relying 
as it does on thermal plants for over 
80% of its generating capacity, Nova 
Scotia saw the price of heavy fuel oil 
quadruple between 1973 and 1977, 
while in the 1974-78 period the price of 
coal almost tripled. 


Even | Quebec™ ands British 
Columbia—where hydroelectric power 
plants predominate—have introduced 
sharp rate increases. Of the three larg- 
est provinces, the highest increases in 
industrial rates in the 1970s have been 
in Ontario. 


Even though today’s electricity 
rates may seem high to consumers they 
are less than they would otherwise be, 
because of federal and provincial sub- 


sidies. Nova Scotia consumers, for ex- 
ample, are protected from even higher 
rates by a provincial Energy Assistance 
Program totalling $13.5 million in the 
current fiscal year. And everywhere 
that electricity is generated in oil-burn- 
ing plants, consumers are being pro- 
tected by the federal-provincial policy 
of keeping the Canadian price of oil 
below the world level. (See page 16.) Ul- 
timately this protection will give way 
as the Canadian price of oil rises to 
world levels. 


The generation gap 


The other sources of price pres- 
sure recently and in the months and 
years ahead stem from the rising capi- 
tal costs of providing each additional 
unit of generating capacity and the 
growing burden of servicing debt at 
high interest rates. 


The increasing capital costs of. 
electric power generation have resulted 
from a number of factors: the remote- 
ness of new hydro generation sites, the 
development of nuclear power facilities 
with their high initial cost, and in- 
creased awareness of environmental 
and safety concerns. 


Through the first half of the 1970s 
the electric utilities invested $15.1 bil- 
lion (in 1975 dollars) in new facilities 
to meet an annual increase of 7% in 
consumer demand for electricity. The 
demand growth has since slowed to 
about 5.5% a year, but even at this rate 
it is estimated that total generating ca- 
pacity by 1990 will have to be more 
than double the 1975 level. This in- 
creased capacity will provide for in- 
creasing reliance on electricity in meet- 
ing new energy requirements, as 
electricity’s share of total energy de- 
mand rises from an estimated 33% in 
1975 to 40% by 1990. That expansion 
will cost around $90 billion (again, in~ 
1975 dollars) or about $6 billion a year 
on average—double the annual rate of 
expenditure through the early 1970s. 


To do this, the utilities will obvi- 
ously need a preat *>deal>wer 
money—money generated internally, 
or borrowed from Canadian sources or 
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abroad. The important factor for our 
immediate inflation prospects is how 
much of the cost of expansion will be 
prepaid by raising electricity rates now 
to create more profits for reinvestment, 
and how much of the cost will be 
spread out over the life of the project 
by borrowing. 
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into Canadian dollars the utility’s total 
Canadian dollar liability would have 
increased by $968 million as of the end 
of September 1978. Of course, the 
lower interest rates available abroad at 
the time of borrowing provided interest 
rate savings which gave a measure of 
protection against exchange-rate 
movements. Moreover, the additional 
costs may be temporary; if Canada 
succeeds in reducing inflation, the 
Canadian dollar will likely rise again. 


Hydro-Quebec is planning the ex- 
penditure of $14.3 billion on new facili- 
ties through the 1978-82 period to meet 
a goal of greater electrification in the 
province and, for some time at least, to 
allow for exports to other provinces 
and the United States. It has decided 
to raise a higher portion of those funds 
through internal sources so as not to 
threaten its credit rating and invite 
higher interest rates. So the utility re- 
cently announced an increase in the 
proportion of its capital expenditures 
covered by internal funds from 21.3% 
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20%-25% over the next five years. In 
Nova Scotia, internal funds accounted 
for less than 15% of the Power Corpo- 
ration’s capital financing in_ the 
mid-1970s, but the utility is attempting 
to increase the proportion to 25% in fu- 
ture years. 


Too much, too soon? 


In the Centre’s view, a delicate 
balance must be struck between the 
need for price restraint wherever possi- 
ble in the economy, and the perceived 
need of the electric utilities to raise 
more money by raising rates now. 


In addition to rising thermal gen- 
erating costs brought on by fuel price 
hikes, and the increasing burden of in- 
terest payments on outstanding debt, 
utilities are faced with substantially 
higher capital costs to install new 
power capacity. The difficult, but crit- 
ical, question is how far and how 
quickly electricity prices must be ad- 
justed to reflect these increased costs. 
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Greater reliance on debt financing 
would allow a more gradual adjust- 
ment of rates. But, at a time of rising 
prices for alternate energy sources, the 
dilemma is that slower rate increases 
encourage an even greater demand for 
electrical capacity as buyers switch 
from the relatively more expensive fu- 
els. Although electricity rates have 
nearly doubled since 1971, the price of 
fuel oil to the consumer has almost tri- 
pled over the same period. 


Furthermore, there is apparently a 
feeling in financial markets and among 
the utilities’ advisers that reliance on 
debt financing must be reduced if 
credit ratings are to be protected and 
interest-rate increases minimized. On 
this point it should be noted that utility 
debt is generally guaranteed by the re- 
spective provincial government, and a 
major increase in borrowing may force 
provinces to ration available capital 
among competing investment pro- 
grams, or pay higher interest rates 
which would have to be paid by tax- 
payers or consumers. 


Nevertheless, it is the Centre’s 
view that the utilities and the provinces 
should weigh the alternatives very 
carefully. It may be possible and desir- 
able to move more slowly towards any 
targets for increased emphasis on in- 
ternally generated funds. Capital in- 
vestment planning must take full ac- 
count of the need to minimize the 
adverse effects of rising electricity costs 
on all parts of the Canadian economy. 


Electricity Rates: 


Turn on now — Pay later’? 


All Canadians face the prospect of 
rising electricity rates in the months 
and years ahead. 


That’s unhappy news for consum- 


ers on two counts: 


1. The cost of running a household will 
go up. Electricity now accounts for 
5.4% of housing costs. 


2. The cost of consumer goods and 
services in which electricity is a sub- 
stantial input will also tend to rise. 
Electricity accounts for about 1.6% 
of the price of food and 1.2% of 
clothing, for example. 


More troublesome is the 
threat to our underlying cost 
structure. Almost half the 
electricity sold in Canada 
goes into industry, and 

it makes up about 
7.4% of the cost of 
producing chemi- 
cals, 7.5% of the 
cost of cement, 
jf 5.6% in the 
: case of pulp 
and paper, 
and 5.4% 


of the cost of producing aluminum. 
These estimates include only the cost 


of purchased electricity; some indus- _ 


sidies. Nova Scotia consumers, for ex- 
ample, are protected from even higher 
rates by a provincial Energy Assistance | 
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try in amount and type. In some prov- 
inces a major factor has been the rising 
cost of fuel, mainly oil and coal, for 
thermal generating plants. 


Nova Scotia is a striking case. 
Over the past seven years its residen- 
tial, commercial and industrial power 
rates have more than doubled. Relying 
as it does on thermal plants for over 
80% of its generating capacity, Nova 
Scotia saw the price of heavy fuel oil 
quadruple between 1973 and 1977, 
while in the 1974-78 period the price of 
coal almost tripled. 


Even Quebec and _. British 
Columbia—where hydroelectric power 
plants predominate—have introduced 
sharp rate increases. Of the three larg- 
est provinces, the highest increases in 
industrial rates in the 1970s have been 
in Ontario. 


Even though today’s electricity 
rates may seem high to consumers they 
are less than they would otherwise be, 
because of federal and provincial sub- 


and safety concerns. 


Through the first half of the 1970s 
the electric utilities invested $15.1 bil- 


lion (in 1975 dollars) in new facilities” 


to meet an annual increase of 7% in 
consumer demand for electricity. The 
demand growth has since slowed to 
about 5.5% a year, but even at this rate 
it is estimated that total generating ca- 
pacity by 1990 will have to be more 
than double the 1975 level. This in- 
creased capacity will provide for in- 
creasing reliance on electricity in meet- 
ing mew energy requirements, as 
electricity’s share of total energy de- 
mand rises from an estimated 33% in 
1975 to 40% by 1990. That expansion 
will cost around $90 billion (again, in 
1975 dollars) or about $6 billion a year 
on average—double the annual rate of 
expenditure through the early 1970s. 


To do this, the utilities will obvi- 
ously need a greateedealan 
money—money generated internally, 
or borrowed from Canadian sources or 


abroad. The important factor for our 
immediate inflation prospects is how 
much of the cost of expansion will be 
prepaid by raising electricity rates now 
to create more profits for reinvestment, 
and how much of the cost will be 
spread out over the life of the project 
by borrowing. 


Through the first half of the 1970s 
the utilities doubled their internally 
generated funds (net income and de- 
preciation) and quadrupled their bor- 
rowings, from $1.2 billion in 1971 to 
$4.7 billion in 1976. By 1977 the utili- 
ties’ long-term debt stood at $28 bil- 
lion, and an increasing share of their 
sales revenue has gone to servicing that 
debt. Whereas their total operating 
costs rose ll0% in the 1971-76 period, 
their interest charges went up 145%, 
because of higher levels of borrowing 
and higher interest rates. For example, 
Hydro-Quebec’s interest payments on 
long-term debt nearly tripled over the 
last four years, reaching $742 million 
in the year ending September 1978. 


Since a large portion of utility bor- 
rowing is denominated in foreign cur- 
rencies, the depreciation of the Cana- 
dian dollar has added to debt-servicing 
costs in the form of both higher interest 
costs and an enlarged liability for re- 
payment of principal. In Hydro-Que- 
bec’s case, if its long-term debt payable 
in foreign currencies were translated 
into Canadian dollars the utility’s total 
Canadian dollar liability would have 
increased by $968 million as of the end 
of September 1978. Of course, the 
lower interest rates available abroad at 
the time of borrowing provided interest 
rate savings which gave a measure of 
protection against exchange-rate 
movements. Moreover, the additional 
costs may be temporary; if Canada 
succeeds in reducing inflation, the 
Canadian dollar will likely rise again. 


Hydro-Quebec is planning the ex- 
penditure of $14.3 billion on new facili- 
ties through the 1978-82 period to meet 
a goal of greater electrification in the 
province and, for some time at least, to 
allow for exports to other provinces 
and the United States. It has decided 
to raise a higher portion of those funds 
through internal sources so as not to 
threaten its credit rating and invite 
higher interest rates. So the utility re- 
cently announced an increase in the 
proportion of its capital expenditures 
covered by internal funds from 21.3% 
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in 1977 to 30.1% by 1981, requiring a 
string of rate increases—18.7% in 1978, 
13.7% this year, 13.3% in 1980, and an- 
other 10.6% in 1981. 


In recent bond issues, several 
Other utilities have announced a simi- 
lar intention to generate a higher pro- 
portion of capital from internal sources 
rather than external borrowing. On- 
tarilo Hydro, for example, expects to 
increase its self-financing ratio from an 
average of 19% in the period 1973-77 to 
20%-25% over the next five years. In 
Nova Scotia, internal funds accounted 
for less than 15% of the Power Corpo- 
ration’s capital financing in the 
mid-1970s, but the utility is attempting 
to increase the proportion to 25% in fu- 
ture years. 


Too much, too soon? 


In the Centre’s view, a delicate 
balance must be struck between the 
need for price restraint wherever possi- 
ble in the economy, and the perceived 
need of the electric utilities to raise 
more money by raising rates now. 


In addition to rising thermal gen- 
erating costs brought on by fuel price 
hikes, and the increasing burden of in- 
terest payments on outstanding debt, 
utilities are faced with substantially 
higher capital costs to install new 
power capacity. The difficult, but crit- 
ical, question is how far and how 
quickly electricity prices must be ad- 
justed to reflect these increased costs. 
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Greater reliance on debt financing 
would allow a more gradual adjust- 
ment of rates. But, at a time of rising 
prices for alternate energy sources, the 
dilemma is that slower rate increases 
encourage an even greater demand for 
electrical capacity as buyers switch 
from the relatively more expensive fu- 
els. Although electricity rates have 
nearly doubled since 1971, the price of 
fuel oil to the consumer has almost tri- 
pled over the same period. 


Furthermore, there is apparently a 
feeling in financial markets and among 
the utilities’ advisers that reliance on 
debt financing must be reduced if 
credit ratings are to be protected and 
interest-rate increases minimized. On 
this point it should be noted that utility 
debt is generally guaranteed by the re- 
spective provincial government, and a 
major increase in borrowing may force 
provinces to ration available capital 
among competing investment pro- 
grams, or pay higher interest rates 
which would have to be paid by tax- 
payers or consumers. 


Nevertheless, it is the Centre’s 
view that the utilities and the provinces 
should weigh the alternatives very 
carefully. It may be possible and desir- 
able to move more slowly towards any 
targets for increased emphasis on in- 
ternally generated funds. Capital in- 
vestment planning must take full ac- 
count of the need to minimize the 
adverse effects of rising electricity costs 
on all parts of the Canadian economy. 


The Cost of Credit: 


What we lose (and gain) from higher interest rates 


Higher interest rates will bring 
about a decline in the rate of inflation 
this year of about one-half of a per- 
centage point and will reduce the rate 
of growth in the country’s total output 
of goods and services (the gross na- 
tional product) by about three-quarters 
of a percentage point. We expect that 
most of the effect on output will be felt 
during 1979. It will take longer for the 
slowdown to work itself through to 
prices, so the impact of present high in- 
terest rates will continue to dampen the 
rate of inflation well into 1980. 


The pattern of interest rates in 
Canada is influenced by the Bank of 
Canada through the bank rate, which 
technically is the rate of interest it 
charges on loans (made infrequently) 
to the chartered banks. Over the past 
12 months, the Bank of Canada has 
raised the bank rate seven times, from 
7.5% in January 1978 to an all-time 
high of 11.25% in January 1979, 
prompting the chartered banks to in- 
crease their prime lending rates 
charged to the most credit-worthy cor- 
porate borrowers from 8.25% in Janu- 
ary 1978 to 12% by January 1979. 


According to the Governor of the 
Bank, this policy approach was under- 
taken with some reluctance, “because 
neither the present state of the domes- 
tic economy nor the recent pace of 
monetary expansion would, in the nor- 
mal course of events, have seemed to 
call for any marked upward adjust- 
ment of short-term interest rates in 
Canada”. But the Bank’s primary con- 
cern has been to prop up the sagging 
dollar, because a lower dollar fuels in- 
flation by increasing the prices of im- 
ported goods. A 10% decline in the dol- 
lar produces an estimated increase of 
2% in the CPI in the first year and up 
to 4% in total by the fourth year. 


For some years now, Canadian in- 
terest rates have been higher than 
those prevailing in the United States, 
causing an inflow of capital to Canada. 
When U. S. rates began to move up 
throughout 1977 and early 1978, Cana- 
dian authorities were concerned that 
this inflow of capital would no longer 
be enough to cover the substantial defi- 
cit on Canada’s international trade in 
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goods and services (the current ac- 
count of the balance of payments). 


A move to still higher interest 
rates in the U.S. recently has height- 
ened this concern. As U.S. interest 
rates have risen, then, the Bank of 
Canada has increased Canadian rates 
so that the differential between the two 
countries would be maintained. 


The result has been to tighten 
credit conditions in Canada, making it 
more expensive for both business and 
individuals to borrow money. Mort- 
gage rates, for example, have gone up 
by about one percentage point. The 
consequence is likely to be a reduction 
in the rate of growth of residential con- 
struction this year by about two per- 
centage points, after allowing for 
inflation. 


Short-Term Interest Rates* 


reduce the rate of growth in demand 
for these durable goods by about one 
and a quarter percentage points in 
(O72: 


Tighter credit conditions will af- 
fect business borrowers too, and par- 
ticularly small businesses which do 
most of their borrowing at the banks. 
Investment in inventories and financ- 
ing to start construction of new plant 
or to buy equipment are affected by 
the cost and availability of funds. We 
estimate that recent increases in inter- 
est rates could reduce the rate of 
growth in business spending, after al- 
lowing for inflation, by as much as one 
percentage point over the course of this 
year. 


Initially, the higher costs of doing 
business will be passed on to the con- 
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Demand for household appliances 
and furniture, which is closely associ- 
ated with home-building activity, will 
fall too. And since these big ticket 
items are usually financed on credit, 
higher interest rates will discourage 
consumers from buying as well. Car 
buyers will be similarly affected. We 
estimate that higher interest rates will 
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sumer in the form of higher prices. So 
higher interest rates will contribute to 
inflationary pressures in the short-run. 
But, as the rate of growth in demand 
for goods and services slows down, the 
rate of inflation will decline. It’s a 
costly way to bring down inflation, but 
further declines in the dollar would 
bring their own inflationary problems. 


Dollar Depreciation: 


IDUCTIVITY, PRODUCTIVITY, PRODUCTIVITY, PRC 


A major element in the determina- 
tion of exchange rates in the longer run 
is the comparative productivity and 
cost performance of countries. 


In the shorter run—one or two 
years—offsetting factors can be 
equally or more important. But ulti- 
mately the most telling factor is pro- 
ductivity and cost performance. 


The relationship can be explained 
this way: 


Compensation paid to employees 
makes up about iwo-thirds (on aver- 
age) of the total unit cost of producing 
goods and services in this country. In- 
creases in compensation unmatched by 
increases in productivity raise produc- 
tion costs which, in turn, raise prices. 


Increases in Canadian costs and 
prices relative to those of other major 
trading countries reduce Canada’s in- 
ternational competitiveness, as Cana- 
dian producers become increasingly 
unable to produce and sell their pro- 
ducts as cheaply as their foreign com- 
petitors do. 


As foreign and Canadian buyers 
switch their purchases from Canadian 
goods to those made elsewhere, there is 
a deterioration in the domestic balance 
of payments situation—that is, exports 
decline while imports rise. 


This situation changes the overall 
demand for, and supply of, Canadian 
dollars in the foreign exchange market. 
Foreign producers of goods sold in 
Canada now have a larger quantity of 
Canadian dollars to be offered in that 
market in exchange for their own na- 
tional currencies, and Canadian prod- 
ucers meanwhile have smaller earnings 
of foreign currencies to be exchanged 
for Canadian dollars. The result is a 
lower price at which the Canadian dol- 
lar is bought and sold. 


This currency depreciation works 
towards bringing domestic costs and 
prices back into line with foreign costs 
and prices through raising the prices of 
imports at home and lowering the costs 
and prices of Canadian exports mea- 
sured in foreign currency. 


While the depreciation tends to re- 
store the relative international cost and 
price position, it adds to the domestic 
inflation already in progress as a result 
of the original compensation increases 
in excess of productivity growth. 


Currency depreciation can be 
viewed as part of an adjustment pro- 
cess that ultimately brings the growth 
of compensation, deflated by the loss 
in purchasing power, into line with the 
growth in productivity. 


The accompanying charts illus- 
trate Canada’s performance in the 


manufacturing sector relative to the 
United States. 


Output per man-hour (or produc- 
tivity) in manufacturing has risen 
faster in Canada than in the United 
States. 


(But keep in mind that Canadian 
productivity started lower. In the early 
1960s it was on average about 60% of 
the U.S. level. While the gap has nar- 
rowed due to the faster rise in Canada, 
the gap still exists.) 


But even though Canadian manu- 
facturing productivity made gains rela- 
tive to the United States through the 
1960s and early 1970s, compensation 
paid in Canadian manufacturing rose 
relatively faster, as the chart indicates. 


As mentioned above, this results 
in a rise in Canadian unit labour costs 
relative to the United States as charted 
here, where changes in unit labour 
costs are approximately equal to the 
change in labour compensation less the 
change in labour productivity. Ob- 
serve, though, that the chart portrays 
the relative changes in unit labour costs 
and not the /evels. The recent decline 
in Canadian unit costs expressed in 
U.S. dollars through the effect of the 
depreciation indicates no? that our cost 
levels have fallen below those in the 
U.S., but only that they have now re- 
turned to about the same relative posi- 
tion as in the early 1960s. 
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The need for gradual recovery in profits 


The aggregate profits of Canada’s 
non-financial corporations were $9.3 
billion in the first nine months of 1978, 
up 21% from the same period a year 
earlier. Total value of sales in this pe- 
riod rose 11%, indicating that profit 
margins increased. 


In the Centre’s view, a gradual im- 
provement in corporation profits is 
necessary to rebuild cash positions and 
finance the capital investment that will 
stimulate economic growth and 
employment. 


In the current inflationary envi- 
ronment the Centre strongly supports 
the view that the business sector must 
now take the lead in a policy of gradu- 
alism in profit recovery as the economy 
emerges from the program of manda- 
tory wage and price controls. 


Business management has a re- 
sponsibility in these circumstances to 
demonstrate to employees and the gen- 
eral public how current profit levels 
can contribute to the attainment of 
Canada’s national economic objec- 
tives. The link between investment and 
jobs must be kept constantly in mind. 


In its ongoing analysis of profit 
performance in Canadian industry, the 
Centre will take into account a variety 
of factors, including: 


@ the pace of price and rate changes for 
the products and services of the vari- 
ous industry groups; 


Millions of dollars, seasonally adjusted 


e the extent to which improved results 
reflect operating or marketing effi- 
ciencies, or higher Canadian-dollar 
earnings from sales in _ foreign 
markets; 


e the degree to which current produc- 
tion capacity is being used; 


® foreseeable requirements for new or 
more efficient plant and equipment; 


e the rate of return on equity both his- 
torically and in relation to the need 
to attract new investment capital; 


e the competitive situation faced by 
various industries in particular mar- 
kets or areas; 


e where possible, the range of profit 
variation among firms within indus- 
tries, and; 


e the relation of current profit levels to 
those of previous periods. 


Confined as it is to publicly avail- 
able information, the Centre in its 
post-controls monitoring of profit per- 
formance in Canada has been ham- 
pered by the lack of timeliness in gen- 
eral profit statistics. The third-quarter 
1978 results reported here were the 
most recent available from Statistics 
Canada when this issue of The Monitor 
went to press in early February. The 
data can be summarized as follows: 


The third-quarter 1978 seasonally 
adjusted level of after-tax profits for 
non-financial corporations as a whole 
was 32% above the peak for the pre- 
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Profits : back to trend 


Corporate Profits 
Year-to-Year Percentage Change 


A look at total corporate 
profits—including those of the finan- 
cial corporations excluded from the as- 
sessment starting on page 12—shows 
that they have been very erratic 
through the 1970s. 


In the fourth quarter of 1973, as 
the Canadian economy finished its 
fifth post-war upswing, corporate prof- 
its before taxes were 47% higher than a 
year earlier on a national accounts ba- 
sis. While profit growth slowed in 1974, 
the year’s average was still 30% above 
[9735 


Then Canadian exports began to 
suffer as the U.S. economy slowed and 
moved into recession, and Canadians 
saw their foreign terms-of-trade 
deteriorate—import prices rose faster 
than export prices. These factors plus 
rising domestic costs and slowing do- 
mestic demand reduced corporate 
profits by almost 2% in 1975. 


As the U.S. economy recovered in 
1976, Canadian exports gained mo- 
mentum. However, the combination of 
the deterioration in terms of trade and 
further high increases in costs, particu- 
larly labour costs, combined to limit 
profit growth to 3% in 1976. 


As the Canadian dollar fell from 
above par in late 1976 to around $.90 
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U.S. at the end of 1977, export-ori- 
ented industries which contract in for- 
eign currencies witnessed large gains in 
profits, particularly in the last half of 
the year. Profits on domestic sales re- 
mained weak as economic activity in 
Canada was sluggish. On average, 
profits advanced by slightly over 10% 
in 1977. 


Last year, as the Canadian dollar 


78-3Q 


continued to depreciate, domestic de- 
mand growth in Canada picked up 
somewhat and corporate profits over 
the first nine months of 1978 increased 
14% from the same period of 1977. 


As the bottom chart shows, profits 
as a share of national income have had 
the same growth, and now have moved 
back towards their long-term trend 
share. 


controls period reached in the third 
quarter of 1974. A quarter-by-quarter 
comparison indicates that profits con- 
tinued the upward trend that began in 
the first quarter of 1977, following the 
relatively low levels of the two previous 
years. 


In comparing the nine-month fig- 
ures for 1978 and 1977, particularly 
large gains are evident in the after-tax 
profits of the storage and retail-trade 
sectors, up 57% and 45%, respectively. 


The marked profit increases in re- 
tailing are especially noteworthy, given 
the visibility of that sector in consumer 
purchases and consumer prices. Within 
the total, profits in large department 
stores advanced by 87%, those of mo- 
tor vehicle dealers by 42%, food stores 
by 42%, and other retailers by 33%. 
Other above-average increases were re- 
corded by wholesale trade, utilities, 
manufacturing, and communications. 


Relatively small improvements were 
recorded by firms engaged in mining, 
in transportation, and in business, per- 
sonal and community services. 


In the manufacturing sector — 
which accounts for almost half of all 
after-tax profits in Canadian non-fi- 
nancial corporations — profits rose by 
slightly more than the overall average, 
by 24% for the nine-month year-over- 
year comparison. Particularly large 
profit increases occurred in a number 
of manufacturing groups — wood 87%, 
paper and allied products 66%, print- 
ing and publishing 58%, primary met- 
als 47%, and electrical products 44%. 


Less dramatic profit gains are re- 
ported for rubber industries at 32%, 
machinery 27%, metal fabricating 24%, 
and food and beverage manufacturers 
at 20%. Relatively low increases or de- 
clines in profit levels were registered by 
the chemicals, textiles, non-metallic 


mineral products, and transportation 
equipment manufacturers. 


For the first time, new Statistics 
Canada data make possible on a cur- 
rent basis a statistical separation be- 
tween the main components of the 
food and beverage industry, which his- 
torically have been grouped together in 
official statistics. In comparison with 
the first nine months of 1977, the three- 
quarter after-tax profits of the brewer- 
ies are now shown to have increased by 
33%, and those of food processors by 
30%. Declines of 13% for soft-drink 
manufacturers, and 12% for the distil- 
leries, also occurred. In all cases, the 
position relative to the previous year 
deteriorated as the year progressed. 
For breweries, soft-drink manufactur- 
ers and the distilleries, after-tax profits 
for the third quarter of 1978 were below 
those for the same quarter of 1977, 
while those of food processors were up 
18%. 
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Tracking the fallen $ through the system 


In the past two years the value of 
the Canadian dollar has dropped al- 
most 17% against the U.S. dollar. Be- 
cause at the same time the value of the 
US. dollar was falling on international 
markets, the depreciation of the Cana- 
dian dollar against the Japanese yen 
and some European currencies has 
been even more dramatic. 


Such a massive decline in the ex- 
ternal value of the dollar has far-reach- 
ing consequences for the Canadian 
economy. What are they? And why 
have policy-makers been so _ con- 
cerned? What follows is a step-by-step 
guide to the impact of a currency de- 
preciation on our economy, and an es- 
timate of how it has affected Canada’s 
economic performance up to now and 
what the impact will be over the next 
two years. 


Two things happen immediately 
when the exchange rate drops: imports 
become more expensive at home and 
exports become more competitive 
abroad. 


The import side 


Let’s look at imports first. Canada 
imports about a quarter of all the 
goods and services it uses, so when the 
price of imported goods goes up it has 
much more effect on our prices than it 
would, for example, in the United 
States, which imports only about 10% 
of the products it consumes. 


Faced with higher prices for im- 
ported products, Canadians can either 
continue to buy imports regardless of 
price, or they can switch to now cheap- 
er, Canadian-made substitutes, or to 
other products altogether. How con- 
sumers react to the higher prices will 
help to determine how much the econ- 
omy will be affected by the fall of the 
dollar. 


To take a simple example: sup- 
pose each year you buy a watch. Let’s 
say that before the depreciation 
watches made in Canada cost $110, 
but those made in Japan cost $100. So 
you buy Japanese. Now suppose the 
Canadian dollar depreciates against 
the Japanese yen so that the same Jap- 
anese watch now costs $120. If you 
continue to buy Japanese watches, 
even though they now cost 20% more, 
then your “cost of living” will have in- 
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creased. You will have to buy less now 
of other products. 

Suppose that, instead, you decide 
to stop buying the Japanese product 
and to switch to the Canadian-made 
version. Your cost of living would in- 
crease less rapidly because you only 
moved up from a $100 watch to a $110 
watch (assuming Canadian producers 
don’t raise their prices). You could also 
decide to stop buying watches alto- 
gether and to spend your money on 
something else. 


It is not quite as simple to measure 
how the reactions of all Canadians to a 
currency depreciation will affect the 
economy as a whole. What will happen 
to prices and to the rate of inflation re- 
flected in the Consumer Price Index? 

The CPI prices the same collec- 
tion, or “basket”, of goods is bought 
each month. So that if the basket in- 
cludes Japanese watches and the price 
of these watches goes up the index will 
measure the now-higher price of Japa- 
nese watches and this will be reflected 
in the total CPI. Ultimately, though, 
the CPI will reflect the switch from 
Japanese watches to Canadian 
watches, or from watches in general to 
other products. 


What happens to exports? 


As we said at the begining, a drop 
in the exchange rate makes exports 
more competitive and that ought to 
help Canadian exporters to sell more. 
How the depreciation actually helps 
Canadian exports depends a great deal 
on how the prices of our exported 
goods are set. Much of Canada’s ex- 
ports consist of resource-based pro- 
ducts such as wheat, lumber and pulp 
and paper. The prices for these kinds 
of products are set on world markets 
and Canada, being a relatively small 
country, only supplies part of the mar- 
ket. So when the Canadian dollar goes 
down, what usually happens is that 
Canadian exporters, whose products 
are priced in U.S. dollars, do not 
change their export prices. They will 
now get more Canadian dollars when 
they convert the proceeds of their ex- 
port sales—in other words, higher prof- 
its. This has happened to exporting in- 
dustries, such as paper and _ allied 
products (see page 16). 


Even if export prices do not 
change, the volume of this type of ex- 
port may rise because the added reve- 
nue from sales gives Canadian export- 
ers the opportunity to push into new 
markets by absorbing extra selling and 
transportation charges and offering 
better credit terms. In addition, a part 
of the higher profits may be spent on 
modernizing and expanding plant and 
equipment so that output can be step- 
ped up and produced more competi- 
tively, but this is likely to take several 
years. 

The export prices of many Cana- 
dian products, especially manufac- 
tured products, are, of course largely 
determined by Canadian factors such 
as wage costs, capacity utilization, in- 
ventory levels and the like. Because of 
depreciation, these prices when trans- 
lated to foreign currency terms are re- 
duced for consumers abroad. How 
much these foreign consumers increase 
their demand for these now-cheaper 
products depends on the importance of 
price in their decision on whether to 
buy the products. If price is important 
to them, Canadian producers could no- 
tice a significant pick-up in demand for 
their products as aé_ result of 
depreciation. 


Because foreign influences are 
greater on Canadian import prices 
than on export prices, the Canadian- 
dollar prices of imports rise faster than 
exports following a depreciation. This 
means that the terms of trade move 
against Canada and that initially the 
balance on our international trade in 
goods and services deteriorates. But 
over a longer period, as Canadians and 
foreigners react to the relative price 
changes, imports are reduced and ex- 
ports are increased, and the balance of 
trade improves. 


There will be indirect effects on 
the prices of Canadian products that 
will narrow the competitive edge ini- 
tially offered by depreciation. Over 
one-third of Canada’s total imports are 
in the form of raw and semi-processed 
materials or machinery needed to man- 
ufacture finished products. So after a 
time lapse, the prices of these finished 
products will rise too. 


And then there’s the effect on 
wages. In some cases, wages are linked 


to the CPI, through Cost of Living Al- 
lowance (COLA) clauses. Changes in 
the CPI will trigger higher wages, and 
higher wage bills will prompt employ- 
ers to put up their prices. More impor- 
tantly, workers whose incomes are not 
indexed will see the higher CPI and 
will also want higher incomes, and so it 
goes on. 

In addition some Canadian im- 
port-competing firms may be able to 
increase their prices after a deprecia- 
tion because there is less competition 
from imports. And Canadian exporters 
who have some measure of control 
over the prices they charge can decide 
not to pass all of the depreciation ef- 
fects to their foreign buyers. Exported 
products are also often sold in Canada. 
If their prices rise, Canadian inflation 
rises as well. Thus there are many 
channels through which the initial 
competitive edge of depreciation can 
be blunted, and the potential for higher 
production reduced. 


To sum up, then, some of the im- 
pact of a currency depreciation will be 
felt immediately, but there will be 
other effects which may take several 
years to work their way through the 
system. In all of this, the role played by 
the government will be crucial. If, for 
example, it is following a policy of re- 
straint, it may offset some of the effects 
of the imported inflation, but it may be 
at the cost of higher unemployment. 


What depreciation has cost 
us up to now 

An econometric model can be 
used to estimate how a currency depre- 
ciation will affect the economy. Such a 
model is a set of equations on the rela- 
tionship between the various parts of 
the economy. They can be used to ana- 
lyse the impact of different events and 
policies on the economy, but the as- 
sumptions about the relationships are 
critical, and the results are always sub- 
ject to a margin of error. 


For our calculations, we have used 
the econometric model developed by 
the Conference Board in Canada, 
known as ‘AERIC‘. We have looked at 
a two-year period from the fourth 
quarter of 1976 to the fourth quarter of 
1978, during which the Canadian dol- 
lar dropped almost 17% against the 
U.S. dollar. This is what we found: 


eThe balance on Canada’s interna- 
tional trade in goods and services (the 


‘current account of the balance of pay- 
ments) is better off because of the de- 
preciation. The initial terms-of trade 
loss led to a deterioration in this ac- 
count of $500 million from the end of 
1976 to the end of 1977. Volume gains 
in the next year to the end of 1978 
more than offset the terms-of-trade 
loss to register an improvement of $1 
billion. We still had a deficit in this 
account at the end of 1978, but as a 
result of the depreciation the deficit 
was reduced over the two-year period 
by $500 million. 


e Canada has experienced more infla- 
tion because of the depreciation. By 
the end of 1978, the CPI was 64% 
higher than it would have been with- 
out the dollar depreciation. So the 
dollar decline has been responsible 
for about one-third of the total infla- 
tion measured by the CPI in this two- 
year period. In 1978 the CPI rose 
9.0% from the year before. Without 
depreciation of the dollar the in- 
crease would have been about 6%. 


e After the depreciation, exports grow 
more quickly and imports grow more 
slowly, so the total output of goods 
and services (the Gross National Pro- 
duct) increases. But higher rates of 
inflation reduce real incomes which 
discourages consumers from buying, 
and this offsets earlier output gains. 
Over the two-year period, the cur- 
rency depreciation has not signifi- 
cantly affected the level of the GNP 
after allowing for inflation. But the 
composition of the GNP _ has 
changed, so that now more Canadian 
production is consumed outside the 
country instead of by Canadians, be- 
cause more of our production must 
now go into exports to pay for our 
more expensive imports. Inside Can- 
ada, there has been a redistribution 
of income from Canadian consumers 
to Canadian exporters and producers 
of goods that compete with imports. 


e Wage increases are only about 1% 
higher than they would have been 
without the dollar drop, but this is 
mainly because controls were in ef- 
fect for most of this time. 


This year and next 

Canada will still be feeling the ef- 
fects of the past two years’ dollar de- 
preciation throughout 1979 and 1980. 
Just how much the economy will be af- 
fected will depend now on how Cana- 


dians react to the depreciation we have 
experienced so far. Many Canadian 
manufacturers and other companies 
whose products compete with imports 
now have an opportunity to capture 
business away from foreign suppliers 
so long as they can keep their prices 
down. If they react to the depreciation 
by increasing their prices to match the 
prices of imported goods, they will sim- 
ply add to inflationary pressure in the 
economy. 


More significant will be the way in 
which incomes respond to the depreci- 
ation. If workers and others now de- 
mand income increases to match the 
higher rate of inflation that deprecia- 
tion has caused, still higher prices and 
more depreciation will result. If re- 
straint is shown in income demands, 
then the unfavourable impact on the 
economy — and particularly on the 
rate of inflation — will be lessened. In 
fact if income demands are restrained, 
real incomes (that is, wages and sala- 
ries after allowing for inflation) will be 
higher than if Canadians try to recoup 
the full extent of the depreciation-in- 
duced inflation. 


Given the impact of depreciation 
so far, the Centre has estimated the 
benefits to the Canadian economy of 
restraining incomes so that they do not 
attempt to recapture the lost purchas- 
ing power resulting from depreciation. 
The results, which apply from the 
fourth quarter of 1978 to the fourth 
quarter of 1980, are as follows: 


e Canada’s trade in goods and services 
(the current account of the balance of 
payments) would be improved by 
about $200 million. 


e The Consumer Price Index would 
be 2 to 2'2 percentage points lower. 


e The rate of growth in GNP would be 
about one-third of a percentage point 
higher. 


In fact if Canadians act responsi- 
bly in their pricing and income deci- 
sions, the largest part of the price im- 
pact of the dollars’ depreciation will 
already have been felt and the future 
impact on prices may be close to zero 
over the next two years. The alterna- 
tive is more inflation, less output and 
lower real incomes and the strong pos- 
sibility that we could have another 
round of depreciation and inflation. 
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The Oil-price Gap: 


The $2.3 billion consumer subsidy 


The OPEC decision to raise the 
price of crude oil by a total of 14.5% in 
several stages through 1979 has 
shocked the oil consuming world, 
which had become accustomed to rela- 
tively stable prices in the preceding 
three years. 


From the beginning of 1976 to the 
end of 1978, the international price of 
oil measured in U.S. dollars increased 
about 3% a year. Many countries, how- 
ever, incurred declining costs for im- 
ported oil because of the significant ap- 
preciation of their currencies against 
the U.S. dollar. 


Will OPEC be able to maintain 
the new higher price? Yes, on at least 
three counts: 


— 


. World demand for oil is again in- 
creasing, led primarily by the United 
States where conservation efforts are 
not making a large enough impact 
on energy usage. Americans now im- 
port about 46% of their crude oil re- 
quirements, compared with 27% in 
1973: 


2. Saudi Arabia, the world’s largest oil 
exporter, has accepted the increase, 
after having gone on record as fa- 
vouring a more moderate increase, 
in the range of 5%. 


3. Political turmoil in Iran, one of the 
mid-East’s major producers, has 
temporarily curtailed exports from 
that country. This unexpected sup- 
ply cutback will make the remaining 
international oil supplies even more 
sought-after and will support the 
higher price. 


The Canadian impact 


Since 1973 the federal and provin- 
cial governments have kept the domes- 
tic price of crude oil significantly be- 
low the world level. The objective has 
been to spread the costs of adjustment 
more evenly over time and across the 
country. Imports to Eastern Canada 
are subsidized to bring the price down 
to the domestic level—the amount of 
subsidy depending on the difference 
between the world and domestic 
prices. The subsidy has been financed 
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from an export tax on the oil we sell to 
the United States and a federal tax on 
gasoline of 7 cents a gallon, while the 
lower price on domestically produced 
oil has been at the expense of the oil - 
producing provinces and the oil 
companies. 


The way Canadians are affected 
by higher prices for imported oil de- 
pends on the extent to which the rise is 
passed on in the domestic market. 


Since 1974, it has been Canada’s 
oil policy to move the domestic oil 
price up to the world price subject to 
the condition that our price does not 
exceed the average U.S. price. 


Crude Oil Prices 


Canadian $ per barrel 


Domestic 
International 


As Canadian prices are increased, 
there is upward pressure on the prices 
of all goods and services using oil in 
their production. This has a cumulative 
effect through all stages of production 
and eventually shows up in prices at 
the consumer level. It has been esti- 
mated that an oil price increase of $1 
per barrel eventually causes an in- 
crease of between 0.75% and 1% in the 
Consumer Price Index). 


On the other hand, keeping the 
domestic price constant means that a 
higher subsidy must be paid to 
maintain the difference in price be- 
tween domestic and imported oil. In 
1974 the oil subsidy program benefit- 
ted Canadian energy consumers by 
$2.9 billion. Part of this ($1.6 billion) 
represented forgone revenue and royal- 


ties by the producers and provincial 
governments who kept the price of do- 
mestically produced oil below the 
world levels. The remaining $1.3 bil- 
lion was paid by the federal govern- 
ment to oil refiners to maintain the 
same domestic price for imported oil. 
This $1.3 billion expenditure was fi- 
nanced through a tax on the oil we ex- 
port to the United states. 


By 1978, the distribution of these 
payments had substantially changed. 
The benefit to consumers had fallen to 
$2.1 billion, of which $1.6 billion was 
revenue forgone by the provinces and 
companies on domestic oil and $500 


~ 79 (projected) 
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million was from the import subsidy 
program. But since consumers now 
paid $500 million through the federal 
gasoline excise tax to finance the im- 
port subsidy, the nef consumer subsidy 
was reduced to $1.6 billion. Because 
the excise tax fully paid for the import 
subsidy, the federal government re- 
ceived the benefit of the tax on the ex- 
ported oil to the U.S.—now only $300 
million because of reduced exports. 


By 1980, the same price gap 


Prior to announcement of the 
OPEC decision, the Canadian and AIl- 
berta Governments had agreed that the 
$1-a-barrel increase initially agreed to 
for January 1, 1979, would be post- 
poned to next July and a further 


$l-a-barrel increase would be tenta- 
tively scheduled for January 1, 1980. 
The Canadian price to users was, how- 
ever, increased on January |, 1979, be- 
cause of an increase to 33 cents per 
barrel from 10 cents in the refinery 
levy that subsidizes the price of syn- 
thetic crude oil produced by Syncrude 
Oil Sands. 


AN 


Jreat Canadian 


ie federal government has 
to permit this higher price to 
age and sustain the develop- 
f these alternative sources of pe- 
1 energy (in effect guaranteeing 
orld oil prices). 


a result of this January | in- 

in the refinery levy the price of 

e, motor oil and home heating 

Id rise by two-thirds of a cent a 

There could be additional in- 

added by oil refiners and dis- 

rs if they pass on other cost in- 

or move to restore their profit 

s. These prices can be expected 

by at least a further 3 cents a 

after the July 1 oil price in- 

_and by another 3 cents after 

inuary |. Again, the amount of 

tual increase will depend on 

appens to other costs and the 

nargins of refiners and distribu- 

he increase to consumers will 

bout 60 days after the oil-price 

increase takes effect — the approxi- 

mate time it will take to run down in- 

ventories. Other prices will rise at later 

dates as the increased costs are passed 
through the economy. 


Even though Canadian consumers 
will pay about $840 million more for 
their oil in 1979 as a result of the do- 
mestic price increase, the policy of pro- 
tecting consumers from world oil 
prices will increase the net consumer 
benefit by about $700 million, from 
$1.6 billion to approximately $2.3 bil- 
lion in 1979. 


The chart shows the effect of this 
policy. Despite these two increases, the 
amount of subsidy per barrel of oil will 
be roughly the same (about $3.50 a 
barrel) as it has been for several years, 
assuming no further depreciation in 
the Canadian dollar or change in world 
oil prices. In other words, the increases 
may just keep up with the cost in- 
creases in imported oil. 


Dollar Depreciation: 


Recovery in paper products: 


let it be 


The impact of dollar depreciation 
on the paper and allied products indus- 
try has so far been encouraging. Out- 
put has increased substantially, and the 
profit recovery that began in mid-1977 
appears to have continued. 


The improved profit performance 
has been achieved by increasing pro- 
ductivity rather than by unduly raising 
prices in Canada. Price increases in the 
industry during 1978 were below the 
average for other manufacturing 
industries. 


The industry in 1977 exported 
about 56% of its total output, and 90% 
of all newsprint produced. Because 
most of their prices are established in 
international markets, the Canadian 
producers receive immediate revenue 
increases when the dollar declines in 
value. Although dollar depreciation 
will also push up their production 
costs, this process takes longer. In the 
meantime, the producers can use the 
extra revenue to expand sales either by 
offering price reductions or by absorb- 
ing the additional costs of pushing into 
new markets. 


In fact most of the recent im- 
provement in the sales of Canadian pa- 
per and allied products can be attrib- 
uted to the drop in the exchange rate, 
combined with reasonably buoyant de- 
mand. After removing the effects of in- 
flation, the volume of Canadian output 
of paper and paper products increased 
roughly twice as fast in 1977 and the 
first half of 1978 as the real output of 
the U.S. industry. The Canadian share 
of the U.S. newsprint market rose to 


65.7% in the first nine months of 1978, 
from 62.1% in the same period of 1977. 


These increases have put a lot of 
previously under-used resources back 
to work: the industry’s capacity utiliza- 
tion increased from an average of 
72.6% in 1975 to 91.6% in the third 
quarter of 1978, the highest level since 
the autumn of 1974. That spells more 
efficiency, and indeed labour produc- 
tivity in the industry increased by 
10.3% in the first nine months of 1978. 
Thus the cost of labour per unit of out- 
put has dropped significantly, and this 
should restore some of the competitive 
advantage that the industry lost to the 
United States in 1975 and 1976. Now 
that the industry is operating close to 
capacity, however, further increases in 
output will mean higher costs unless 
new production capacity can be added 
fairly quickly. 

A major problem facing the Cana- 
dian industry is the growing obsoles- 
cence of its plant and equipment. The 
strong recovery of corporate profits in 
the industry over the past year should 
assist the financing necessary for mod- 
ernization, and thus improve competi- 
tiveness still further. 


There are indications that this in- 
vestment will be undertaken. The 
Department of Industry, Trade and 
Commerce survey of investment inten- 
tions last fall estimated that capital 
spending by the forest products indus- 
tries, of which the paper and allied pro- 
ducts industry is a part, will be up by 
9.2% in 1979, after allowing for infla- 
tion. This follows a slight decline last 
year. More than half the new spending 
will be to upgrade and replace out- 
dated facilities. But this is only a start; 
more is necessary. 


Although it will be some time be- 
fore the industry is able to increase 
output substantially without incurring 
higher costs, it is on the road to 
growth. Whether it will stay on that 
course depends partly on whether it 
can avoid having its increased revenues 
diverted from reinvestment plans by 
demands from employees, suppliers 
and customers for a disproportionate 
piece of the action. 
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The Oil-price Gap: 


The OPEC decision to raise the 
price of crude oil by a total of 14.5% in 
several stages through 1979 has 
shocked the oil consuming world, 
which had become accustomed to rela- 
tively stable prices in the preceding 
three years. 


From the beginning of 1976 to the 
end of 1978, the international price of 
oil measured in U.S. dollars increased 
about 3% a year. Many countries, how- 
ever, incurred declining costs for im- 
ported oil because of the significant ap- 
preciation of their currencies against 
the U.S. dollar. 


Will OPEC be able to maintain 
the new higher price? Yes, on at least 
three counts: 


—" 


. World demand for oil is again in- 
creasing, led primarily by the United 
States where conservation efforts are 
not making a large enough impact 
on energy usage. Americans now im- 
port about 46% of their crude oil re- 
quirements, compared with 27% in 
1973. 


. Saudi Arabia, the world’s largest oil 
exporter, has accepted the increase, 
after having gone on record as fa- 
vouring a more moderate increase, 
in the range of 5%. 


tO 


3. Political turmoil in Iran, one of the 
mid-East’s major producers, has 
temporarily curtailed exports from 
that country. This unexpected sup- 
ply cutback will make the remaining 
international oil supplies even more 
sought-after and will support the 
higher price. 


The Canadian impact 


Since 1973 the federal and provin- 
cial governments have kept the domes- 
tic price of crude oil significantly be- 
low the world level. The objective has 
been to spread the costs of adjustment 
more evenly over time and across the 
country. Imports to Eastern Canada 
are subsidized to bring the price down 
to the domestic level—the amount of 
subsidy depending on the difference 
between the world and domestic 
prices. The subsidy has been financed 
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from an export tax on the oil we sell to 
the United States and a federal tax on 
gasoline of 7 cents a gallon, while the 
lower price on domestically produced 
oil has been at the expense of the oil - 
producing provinces and the oil 
companies. 


The way Canadians are affected 
by higher prices for imported oil de- 
pends on the extent to which the rise is 
passed on in the domestic market. 


Since 1974, it has been Canada’s 
oil policy to move the domestic oil 
price up to the world price subject to 
the condition that our price does not 
exceed the average U.S. price. 


Crude Oil Prices 


Canadian $ per barrel 


The $233 billion consumer subsidy 


ties by the producers and provincial 
governments who kept the price of do- 
mestically produced oil below the 


world levels. The remaining $1.3 bil- | 


lion was paid by the federal ¢ 
ment to oil refiners to mainta 
same domestic price for import 
This $1.3 billion expenditure 
nanced through a tax on the oil 
port to the United states. 


By 1978, the distribution o 
payments had substantially ch 
The benefit to consumers had fz 
$2.1 billion, of which $1.6 billic 
revenue forgone by the province 
companies on domestic oil an 
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As Canadian prices are increased, 
there is upward pressure on the prices 
of all goods and services using oil in 
their production. This has a cumulative 
effect through all stages of production 
and eventually shows up in prices at 
the consumer level. It has been esti- 
mated that an oil price increase of $1 
per barrel eventually causes an in- 
crease of between 0.75% and 1% in the 
Consumer Price Index). 


On the other hand, keeping the 
domestic price constant means that a 
higher subsidy must be paid to 
maintain the difference in price be- 
tween domestic and imported oil. In 
1974 the oil subsidy program benefit- 
ted Canadian energy consumers by 
$2.9 billion. Part of this ($1.6 billion) 
represented forgone revenue and royal- 


ae 
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million was from the import subsidy 
program. But since consumers now 
paid $500 million through the federal 
gasoline excise tax to finance the im- 
port subsidy, the nef consumer subsidy 
was reduced to $1.6 billion. Because 
the excise tax fully paid for the import 
subsidy, the federal government re- 
ceived the benefit of the tax on the ex- 
ported oil to the U.S.—now only $300 
million because of reduced exports. 


By 1980, the same price gap 


Prior to announcement of the 
OPEC decision, the Canadian and Al- 
berta Governments had agreed that the 
$1-a-barrel increase initially agreed to 
for January 1, 1979, would be post- 
poned to next July and a further 


$1-a-barrel increase would be tenta- 
tively scheduled for January 1, 1980. 
The Canadian price to users was, how- 
ever, increased on January 1, 1979, be- 
cause of an increase to 33 cents per 
barrel from 10 cents in the refinery 
levy that subsidizes the price of syn- 
thetic crude oil produced by Syncrude 
and Great Canadian Oil Sands. 


The federal government has 
agreed to permit this higher price to 
encourage and sustain the develop- 
ment of these alternative sources of pe- 
troleum energy (in effect guaranteeing 
them world oil prices). 


As a result of this January | in- 
crease in the refinery levy the price of 
gasoline, motor oil and home heating 
oil could rise by two-thirds of a cent a 
gallon. There could be additional in- 
creases added by oil refiners and dis- 
tributors if they pass on other cost in- 
creases Or move to restore their profit 
margins. These prices can be expected 
to rise by at least a further 3 cents a 
gallon after the July 1 oil price in- 
crease, and by another 3 cents after 
next January 1. Again, the amount of 
the actual increase will depend on 
what happens to other costs and the 
profit margins of refiners and distribu- 
tors. The increase to consumers will 
come about 60 days after the oil-price 
increase takes effect — the approxi- 
mate time it will take to run down in- 
ventories. Other prices will rise at later 
dates as the increased costs are passed 
through the economy. 


Even though Canadian consumers 
will pay about $840 million more for 
their oil in 1979 as a result of the do- 
mestic price increase, the policy of pro- 
tecting consumers from world oil 
prices will increase the net consumer 
benefit by about $700 million, from 
$1.6 billion to approximately $2.3 bil- 
lion in 1979. 


The chart shows the effect of this 
policy. Despite these two increases, the 
amount of subsidy per barrel of oil will 
be roughly the same (about $3.50 a 
barrel) as it has been for several years, 
assuming no further depreciation in 
the Canadian dollar or change in world 
oil prices. In other words, the increases 
may just keep up with the cost in- 
creases in imported oil. 


Dollar Depreciation: 


Recovery in paper products: 


let it be 


The impact of dollar depreciation 
on the paper and allied products indus- 
try has so far been encouraging. Out- 
put has increased substantially, and the 
profit recovery that began in mid-1977 
appears to have continued. 


The improved profit performance 
has been achieved by increasing pro- 
ductivity rather than by unduly raising 
prices in Canada. Price increases in the 
industry during 1978 were below the 
average for other manufacturing 
industries. 


The industry in 1977 exported 
about 56% of its total output, and 90% 
of all newsprint produced. Because 
most of their prices are established in 
international markets, the Canadian 
producers receive immediate revenue 
increases when the dollar declines in 
value. Although dollar depreciation 
will also push up their production 
costs, this process takes longer. In the 
meantime, the producers can use the 
extra revenue to expand sales either by 
offering price reductions or by absorb- 
ing the additional costs of pushing into 
new markets. 


In fact most of the recent im- 
provement in the sales of Canadian pa- 
per and allied products can be attrib- 
uted to the drop in the exchange rate, 
combined with reasonably buoyant de- 
mand. After removing the effects of in- 
flation, the volume of Canadian output 
of paper and paper products increased 
roughly twice as fast in 1977 and the 
first half of 1978 as the real output of 
the U.S. industry. The Canadian share 
of the U.S. newsprint market rose to 


65.7% in the first nine months of 1978, 
from 62.1% in the same period of 1977. 


These increases have put a lot of 
previously under-used resources back 
to work: the industry’s capacity utiliza- 
tion increased from an average of 
72.6% in 1975 to 91.6% in the third 
quarter of 1978, the highest level since 
the autumn of 1974. That spells more 
efficiency, and indeed labour produc- 
tivity in the industry increased by 
10.3% in the first nine months of 1978. 
Thus the cost of labour per unit of out- 
put has dropped significantly, and this 
should restore some of the competitive 
advantage that the industry lost to the 
United States in 1975 and 1976. Now 
that the industry is operating close to 
capacity, however, further increases in 
output will mean higher costs unless 
new production capacity can be added 
fairly quickly. 

A major problem facing the Cana- 
dian industry is the growing obsoles- 
cence of its plant and equipment. The 
strong recovery of corporate profits in 
the industry over the past year should 
assist the financing necessary for mod- 
ernization, and thus improve competi- 
tiveness still further. 


There are indications that this in- 
vestment will be undertaken. The 
Department of Industry, Trade and 
Commerce survey of investment inten- 
tions last fall estimated that capital 
spending by the forest products indus- 
tries, of which the paper and allied pro- 
ducts industry is a part, will be up by 
9.2% in 1979, after allowing for infla- 
tion. This follows a slight decline last 
year. More than half the new spending 
will be to upgrade and replace out- 
dated facilities. But this is only a start; 
more is necessary. 


Although it will be some time be- 
fore the industry is able to increase 
output substantially without incurring 
higher costs, it is on the road to 
growth. Whether it will stay on that 
course depends partly on whether it 
can avoid having its increased revenues 
diverted from reinvestment plans by 
demands from employees, suppliers 
and customers for a disproportionate 
piece of the action. 
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Dollar Depreciation: 


Electrical products:can we displace imports? 


Depreciation of the dollar makes 
imports more expensive and gives Can- 
adian manufacturers a chance to cap- 
ture business away from foreign suppli- 
ers. Companies that face strong 
competition from imports should 
therefore be able to benefit from a 
drop in the exchange rate, so long as 
they can keep their prices below those 
for imports. The impact may be some- 
what delayed if there has been a build 
up of inventories which must be dis- 
posed of before production can be ex- 
panded. 


About 36% of the Canadian mar- 
ket for electrical and_ electronic 
products is supplied by imports. For 
small appliances, and radio and televi- 
sion sets, the proportion is much high- 
er. Canadian manufacturers therefore 
have an opportunity to expand their 
production substantially if the benefits 
of the dollar depreciation are used to 
displace imports. ; 


Electrical Products Price Indexes 
——= Import prices 


—— Domestic prices* 1971 =100 
160 
140 
120 
100 
1973' -74 75 76 77 78-2Q 
*|ndustrial Selling Price Index 


The chart shows that the decline 
in the dollar since late 1976 has had a 
dramatic effect on the spread between 
domestic and import prices, reversing a 
trend towards relatively higher prices 
for domestic production. Except for 
electrical industrial equipment and 
batteries. factory prices of Canadian- 
made electrical products in 1977 in- 
creased by less than the average in- 
crease in prices for manufacturing as a 
whole, and price increases were consid- 
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erably below those for imported elec- 
trical products. Preliminary data for 
the first nine months of 1978 indicate 
that these trends continued. 


At the consumer level too, prices 
have not risen very much. Retail prices 
for appliances, for example, are esti- 
mated to have increased by only 2.9% 
in 1977, and 2.7% in 1978. 


But Canadian producers have not 
made inroads into the market, as the 
share of domestic sales going to im- 
ports rose to an estimated 35.6% in 
1977 from 33.8% in 1976. Preliminary 
information for 1978 indicates a fur- 
ther rise in this proportion. The value 
of imports was up $287 million in the 
first three quarters of 1978 over the 
same period in 1977, a gain of roughly 
16%. 


About 14% of the total production 
of the industry is exported, and the de- 
preciation of the dollar has helped to 
boost the value of exports sharply, by 
an estimated $161 million, or 31% in 
the first nine months of 1978 over the 
same period in 1977. However, these 
gains, while encouraging, were not 
enough to offset the increased import 
penetration and modest domestic de- 
mand growth. The net result was a gain 
of only $169 million, or 5.5%, in the 


value of domestic shipments by Cana- 
dian producers. But this is accounted 
for by price increases—the volume of 
goods shipped actually declined. By 
the third quarter of 1978 output was 
still below its 1976 level. 


These low operating rates, com- 
bined with modest price changes and 
increases in the cost of labour and ma- 
terials, have depressed profits in the in- 
dustry. After-tax profits as a percent of 
shareholders’ equity were 8.1% on a 
seasonally adjusted annual basis in the 
first quarter of 1978, down from 8.8% 
in 1977 and 11.5% for 1976. 


Conclusions: 


Demand for electrical and elec- 
tronic products has generally been 
sluggish, and there has also been a lag 
in adapting Canadian production to 
new areas of opportunity. 


Stronger performance in the in- 
dustry will depend not only on con- 
sumers’ readiness to switch to Cana- 
dian-made goods, but also on the 
ability and willingness of producers to 
act on new market opportunities so as 
to capture a bigger share of the huge 
market which imported electrical pro- 
ducts represent. 
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Government budget balances 


In reading the charts (right) the 
following points should be kept in 
mind: 


e While the federal deficit has grown in 
recent years—to almost $11 billion at 
an annual rate in the first three-quar- 
ters of 1978—the federal budget rep- 
resents only half of all government 
expenditures in Canada and less than 
half of all government revenues. 


e The relative balance in the provincial 
government budgets, taken as a 
whole, is due largely to the surplus in 
Alberta. The positions of the other 
provincial governments vary widely, 
though they have generally improved 
in the last two years. 


e The growth of government revenues 
in recent years has been retarded by 
slack in the economy and reduced by 
various measures of stimulus, notably 
the indexation of income taxes. The 
same economic slack has produced 
higher welfare expenditures, espe- 


Government Budget Balances 
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cially unemployment insurance. 


e While government deficits have swol- 
len, so has the size of the economy. 
As the inset chart shows, the increase 


IAS 
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in all-government deficits as a pro- 
portion of total output of goods and 
services in Canada (GNP) has been 
much less dramatic. 


Government-set prices:the need for clarity 


Several recent decisions by the 
federal government have a direct bear- 
ing on prices paid by consumers. The 
decisions cut both ways: 


e Overall price increases will be 
moderated by the reduction of 3 
percentage points in the manu- 
facturers’ sales tax, the delay un- 
til April of proposed air fare in- 
creases, and postponement until 
July of a rise in domestic oil 
prices. 


e Prices paid by consumers will in- 
crease as a result of a higher air 
transportation tax, the April | 
increase in postal rates, and the 
elimination of the subsidy on 
domestic wheat. 


The price increases stem from the 
government policy to reduce expendi- 
tures and ensure that consumer prices 
of certain goods and services more 
fully reflect their true cost. 


There is a danger of public confu- 
sion in the recent price changes. They 
would appear to work in opposite di- 


rections, and may leave the impression 
that there is no overall direction to the 
government’s anti-inflation policies. 


Where there have been price in- 
creases, they can be viewed not as an 
increased burden on the whole econo- 
my, but a change in the manner of pay- 
ment. Postal services can be paid for 
either from taxes or higher postal rates. 
If government expenditure goes down 
when the rates go up, the total cost to 
the public is not changed. 


However, different people will be 
affected in very different ways by these 
price changes. In the past, a person 
consuming relatively more bread or a 
business mailing more letters than 
other people received a subsidy from 
other Canadians who ate less bread, or 
mailed fewer letters. 


Higher bread prices will hurt the 
poorest consumers the most. In 1976, 
the fraction of income spent on bread 
by an urban Canadian family earning 
between $8,000 and $10,000 was al- 
most three times as high as the family 


with an income over $25,000. Lower 
income Canadians have already been 
hurt relatively more by the rapid in- 
crease in food prices since 1977. 


In addition to the list of federal 
government pricing decisions, actions 
have been taken by the governments 
with a similar bearing on prices. For 
instance, in Quebec the withdrawal of 
subsidies to commuter trains has led 
CN Rail and CP Rail to raise signifi- 
cantly Montreal commuter fares. 


The Centre believes that all gov- 
ernments should be careful to restrain 
increases in government-determined 
prices, particularly in those cases 
where the impact is regressive. Where 
they are necessary, the connection be- 
tween subsidized prices and tax levels 
should be made clear. 

When governments make a num- 
ber of price decisions in different direc- 
tions, it would be useful to explain to 
the public why some price increases 
should be postponed (as in the case of 
oil) and why others should go ahead 
(such as bread). 
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The Dairy Industry: 


Acase study of economic inefficienc 


Consider, first, three basic points: 


e The Canadian dairy industry will be 
guaranteed a price of $1.32 a pound 
for its butter this year, although but- 
ter is selling on world markets for less 
than half this price. 


e Processors will get 78 cents a pound 
for the skim milk powder, which they 
produce as a by-product of the but- 
ter. But skim milk powder fetches 
about 24 cents a pound on world 
markets, a price which is well below 
the cost of production. 


e The Canadian Dairy Commission 
(CDC), which controls the produc- 
tion of dairy products in this country, 
will buy up the skim milk powder 
and sell it at a loss on world markets, 
a loss that is paid for by a levy on in- 
dustrial milk producers. 


Present dairy policy is based on 
the premise that the butter needed by 
Canadians should be supplied as far as 
possible by Canadian farmers. 


From 100 pounds of milk a cream- 
ery can produce 4.2 pounds of butter 
and 8 pounds of skim milk powder. 
But for each 4.2 pounds of butter used 
by Canadians, only 2.5 pounds of skim 
milk are consumed. So, if the dairy in- 
dustry produces enough butter to sat- 
isfy Canadian consumers’ demands for 
this product, it is left with a huge sur- 
plus of skim milk powder. In 1977/78, 
the CDC had to buy up 260 million 
pounds of the powder from the proces- 
sors. It was sold for export at a loss of 
about 50 cents a pound, or $130 mil- 
lion in total. 


The Centre’s review of the Cana- 
dian dairy industry has raised a num- 
ber of serious concerns about the 
impact of current policy on productiv- 


ity. 


The dairy industry in Canada has 
already undergone dramatic change in 
the last decade, with the number of 
dairy farmers falling from 175,000 to 
70,000. Despite this decline, particu- 
larly in the number of farmers with 
small herds, the level of technology 
and scale of the typical dairy farm in 
Canada lags far behind that of neigh- 
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bouring states in the United States, 
where herds are larger. In comparison 
with the U.S. dairy industry, Canada 
has lower productivity, lower farm 
wages, lower return on investment, 
and—because of our large number of 
small farms—more capital tied up in 
the industry than is necessary. As long 
as the current dairy policy remains in 
force, there is little incentive to im- 
prove efficiency, and the outlook is 
poor indeed—for farmers, for consum- 
ers, and for the economy as a whole. 


Almost two-thirds of all milk pro- 
duced and sold in Canada is “indus- 
trial milk”. The present policy on the 
production of this milk, from which 
butter, cheese and other dairy products 
are manufactured, has evolved over 
more than a decade, marked by federal 
government support and direction for 
the dairy industry. The objectives of 
the policy, launched in 1975, were to 
gradually reduce subsidies to the in- 
dustry; to guarantee producers specific 
returns determined by a formula re- 
lated to their costs of production; to 
ensure that dairy products consumed 
in Canada are predominantly of Cana- 
dian origin, with the production of 
milk managed by the CDC to avoid 
surpluses; and to give consideration to 
long-term contracts for butter imports. 


The CDC, in co-operation with 
provincial milk marketing boards, is 


responsible for achieving these objec- 
tives. The only objective that has been 
met to any great degree so far is that of 
guaranteeing farmers a pre-determined 
return for their milk. This is achieved 
by a device known as the Dairy Re- 
turns Adjustment Formula, which sets 
target prices for industrial milk and 
support prices for butter and skim 
milk. 


The formula is complicated, but 
basically it works like this: For each 
100 pounds (cw) of industrial milk pro- 
duced, the farmer gets $10.28 from the 
processor and a $2.66 subsidy from the 
CDC, giving him a “target return” of 
$12.94 per cwt. The processor, who has 
paid $10.28 per cwr for milk, can turn it 
into 4.2 pounds of butter, which the 
CDC will buy at $1.32 a pound, and 8 
pounds of skim milk powder for which 
the CDC pays 78 cents a pound, giving 
him a total return of $11.77 per cwt of 
milk processed. All of these amounts 
are established by the CDC and are 
adjusted from time to time to reflect 
changes in the costs of production and, 
to some extent, changes in the Con- 
sumer Price Index. 


In addition, the CDC also has the : 
job of overseeing the management of | 


the supply of milk to avoid surpluses. 
This is done through the Canadian 


Milk Supply Management Committee, — 


consisting of both federal and provin- 


individual 


| cial representatives, which decides how 


much industrial milk will be produced 


| and who will produce it. 


Production is allocated to the vari- 
ous provinces based on their share of 
industrial milk production in the past, 
and then provincial milk marketing 
boards allocate production quotas to 
farmers and _ processors. 
Farmers are told how much industrial 
milk they may produce, creameries 
have quotas for butter and skim milk 
powder, and the amount of industrial 


milk allowed to cheese makers is also 


determined by the provincial govern- 
ment authority. 


Farmers who produce more than 
their quota of industrial milk are pe- 
nalized through an extra levy on their 
excess production. Farmers who want 


_to expand their production must either 


obtain a quota increase from their pro- 
vincial milk marketing board, or buy 
quotas from other producers. The same 
procedure must be followed by anyone 
wishing to start dairy farming. 


The shortcomings of Canada’s 
dairy production are becoming in- 
creasingly apparent. 


First, the objective of supplying all 
of Canada’s butter needs from domes- 
tic milk production is a waste of agri- 
cultural resources. If milk production 
were reduced, there could be real eco- 
nomic gains from buying cheaper im- 
ported butter and from reducing the 
loss on the export of skim milk powder. 


Obviously, cutting back milk pro- 
duction would have adverse short-term 
economic consequences for some farm- 
ers who would have to leave dairy 
farming and for some processors who 
would have to lower their production 
of butter and skim milk powder. None- 


theless, there would be a net gain for 
the economy which could be used to 
help finance the adjustment of those 


_ affected into more profitable activities. 


Given the tremendous adjustment 
that the industry has gone through in 
recent years, it appears that further ra- 
tionalization will inevitably occur. The 
question for policy makers and farmers 
alike is whether this adjustment will 
occur in a planned and rational way or 
in an unplanned and painful way. 


A second shortcoming of the pres- 
ent system is the lack of incentive for 
both provincial authorities and farmers 
to allocate milk production to its most 
profitable uses. Part of the problem is 
that the CDC collects a levy from all 
farmers to cover losses on skim milk 
powder. They must pay in proportion 
to their total production of industrial 
milk regardless of whether they them- 
selves contributed to the surplus of 
skim milk powder. 


For instance, cheddar cheese is a 
more highly valued product than but- 
ter and does not leave a skim milk 
powder by-product to be exported at a 
loss. But in Ontario, cheddar cheese 
manufacturers have complained that 
they have been unable to get enough 
milk allocated to them to make all the 
cheese they could sell. In economic 
terms it would be better to produce 
more cheese and less butter, but there 
is no incentive for the provincial board 
to allow this, especially since the 
creameries that make butter and skim 
milk powder would complain. 


Similarly, the farmer who prod- 
uces milk, separates the cream, and 
feeds the remaining skim milk to his 
livestock, must still pay the 
levy to cover the loss on ~ 
the export of skim 


milk powder. This producer, however, 
will receive less per cwr of milk than 
the farmer who sells his milk to a pro- 
cessor to be turned into butter and 
skim milk powder. The pricing policy 
thus encourages investment in milk 
production and discourages the pro- 
duction of cream. 


A third problem relates to the 
combined effects of the subsidy, the 
Dairy Returns Adjustment Formula 
and the method of allocating quotas. 
Because the target return is geared to 
the typical farmer, it means that it is 
not high enough for some farmers and 
too high for others. The larger, more 
efficient farmers (or new farmers wish- 
ing to start in the business) can only 
expand by buying quotas from others. 
The purchase of a quota may in effect 
be the purchase of the right to receive 
expected subsidies in the future. The 
system of subsidies and quotas may do 
no more than provide a bonus to exist- 
ing producers and inhibit the ability of 
the next generation to start in the 
business. 


The masking of market signals in- 
herent in current dairy pricing and 
support policies is in danger of inhibit- 
ing the continued development of a 
more efficient industry and is doing so 
at substantial economic cost to farmers 
and taxpayers alike. 


The problem for government pol- 
icy is to lead the industry in a long-- 
term direction towards greater efficien- 
cy, while helping to bridge the 
short-term costs of adjustment. No one 
is pretending that the answers will be 
easy, but the problems need to be ad- 
dressed. The place to start is with a 
thorough public debate on current 
Canadian dairy policy. 
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Collective Bargaining 


More centralized bargaining? Any pay-off? 


There are close to 20,000 collec- 
tive bargaining agreements now in ex- 
istence in Canada. 


In three out of every four cases, 
the agreement has been reached be- 
tween one company and one union 
representing some or all of the workers. 


Wider-based bargaining, where it 
exists, may take the form of (a) an 
association of employers negotiating 
with one union, or (b) a group of un- 
ions working a contract with one em- 
ployer, or (c) two or more unions bar- 
gaining with two or more companies, a 
situation that is rare indeed. 


This points to a degree of bargain- 
ing fragmentation in Canada that is 
probably unmatched anywhere in the 
western industrialized world. 


Centralized bargaining reaches its 
peak in Sweden, where bargaining gen- 
erally is conducted nationally in a few 
sets of negotiations affecting most 
Swedish workers. In Britain and West 
Germany centralization occurs mainly 
at the industry level. Even in the 
United States—often cited as the ex- 
ample of decentralized bargaining 
—the labour-management structure 
is less fragmented than in Canada. 


The dangers of the Canadian situ- 
ation can be illustrated by the airlines. 
Air Canada, for example, bargains sep- 
arately with each of its four unions rep- 
resenting pilots, machinists, flight at- 
tendants, and sales personnel. In three 
cases last year bargaining disputes led 
to actual or _ threatened work 
stoppages. 


This constant spectre of a series of 
shutdowns in major industries and es- 
sential public services has led to in- 
creasing public demands for alterna- 
tive ways of settling differences. 


Could Canada adopt the 
European model of more centralized 
bargaining? What would we gain from 
it? Would there be less industrial strife? 
Fewer strikes? Would our ability to 
achieve commitment to basic eco- 
nomic goals be enhanced? Right now, 
for example, would a more centralized 
structure foster the price and incomes 
restraint that Canadians collectively 
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must show if we are to get out of eco- 
nomic difficulty? 


Centralization as a remedy could 
be worse than the ailment. Merging 
unions with different interests, aims 
and philosophies could well increase 
conflict. When a whole industry is con- 
sidered, firms with different cost 
structures—or operating in different 
markets—might face considerable ten- 
sion in a central bargaining unit. 


An example of centralization pit- 
falls: bargaining in the Quebec and 
British Columbia construction indus- 
tries. When a work stoppage happens 
now, it closes the industry across much 
of a whole province, compared with 
the previous pattern of local stoppages. 
Since 1970 the Quebec industry has 
been “down” three times and the B.C. 
industry five times (though the most re- 
cent B.C. settlement in 1978 was 
reached without a work stoppage). 


How did we get this way? 


Wherever joint bargaining has de- 
veloped in Canada, it generally has de- 
veloped in spite of, rather than in re- 
sponse to, labour legislation, which 
strongly supports single-unit bargain- 
ing. Most labour law now gives exclu- 
sive bargaining rights to a union repre- 
senting a group of employees in a 
particular plant. Wider-based bargain- 
ing usually doesn’t happen unless both 
employers and unions agree to it. 


Mutual advantage is the key. For 
unions, there may be the objective of 
removing wages as a source of compe- 
tition. Employers may see a chance to 
stabilize costs, equalize bargaining 
strength, or pick up administrative sav- 
ings through joint bargaining. But in 
Canada these cases are apparently 
rare. 


Some argue that such moves 
should be left to private interest. But in 
some situations government assistance 
is clearly required for a change in bar- 
gaining structure, and the 1970s have 
been marked by this kind of interven- 
tion. A major objective is to minimize 
damage to third parties (especially the 
general public). 


In some cases the intervention has 
been with law that spells out a specific 


bargaining relationship—for example, 
the construction industry, the public 
service, hospitals, and teaching in some 
jurisdictions. Also, labour relations 
boards in some provinces (as in British 
Columbia) have been given more 
power to restructure bargaining units. 


All of which is too new to draw 
firm conclusions; the results are mixed. 
One emerging danger is that forced 
centralization could create more con- 
flict, not less. The parties involved 
must see the need for it, and collabo- 
rate to set it up. In this connection gov- 
ernment assistance will in some cases — 
be important in helping the parties 
achieve more rational structure. 


Changes in the law also are 
needed if the impediments to wider - 
based bargaining are to be removed. 
Labour relations boards need more 
flexibility and more scope in defining 
bargaining units. We have in this coun- 
try a maze of labour-relations legisla- 
tion with different procedures, opera- 
tions and applications working to 
“compartmentalize” various groups. 
Some industries are subject to two la- 
bour relations acts. 


Review of this situation has begun 
in earnest in many quarters, and it 
promises progress. 


But whatever changes occur 
cannot be seen as a potential panacea 
for work stoppages or wage-inflation 
problems. Changes will be evolution- 
ary, and must meet the needs of the 
participants. These long-term changes 
will do little to resolve the country’s 
short-term problems. 


Percentage of Total Working Time 
Lost due to Work Stoppages 
0.7% 


1976 1977 1978 
Jan. to 
Nov. 


1973" 1974 1975 


The crowded bargaining calendar 


(Some current and forthcoming negotiations that will help establish the wages trend. The list is selective, not 


comprehensive. ) 


Employer 


Winnipeg City 


Winnipeg City 


Manitoba Health Organization 


Greater Vancouver Regional District; 
Vancouver City 


Toronto City and Metro Toronto 


Government of Canada 


House of Seagrams Ltd. (N.B., Que., 
Ont., Man.) 


Lakehead Terminal Elevators Association, 


Thunder Bay 


Dominion Textile Ltd. (various Quebec 
locations) 


Northern Telecom, Montreal, Quebec 


International Nickel Company of Canada, 
Limited, Thompson, Man. 


Manitoba Government 


British Columbia Hydro and Power 
Authority 


Ontario Hydro 


British Columbia Food Industry Labour 
Relations Council 


Cominco Ltd. (Kimberley, Salmo, 
Trail, B.C.) 


Marine Industries, Sorel, Que. 


Association of Construction 
Contractors of Quebec 


Union 


Amalgamated Transit Union; 
Canadian Union of Public Employees 


International Association of Fire 
Fighters; Winnipeg Police Association 


Manitoba Organization of Nurses Assoc. 


Canadian Union of Public Employees: 
Vancouver Municipal and Regional 
Employees Union; National Association 
of Fire Fighters; B.C. Peace Officers 
Association 


Canadian Union of Public Employees 


Public Service Alliance of Canada 


Distillery, Rectifying, Wine and Allied 
Workers Union 


Brotherhood of Railway, Airline and 
Steamship Clerks, Freight Handlers, 
Express and Station Employees 


Canadian Federation of Textile Workers 


Canadian Union of Communication 
Workers 


United Steelworkers of America 


Manitoba Government Employees 
Association 


Office and Professional Employees’ 
International Union; Amalgamated 
Transit Union 


Canadian Union of Public Employees 


Retail Clerks International Union 


United Steelworkers of America and 
various CLC chartered local unions 


Federation of Metal Trades, Mines and 
Chemical Products Union 


Construction Building Trades of Quebec 


Bargaining Unit 


1,225 bus operators, tradesmen, 
labourers; 3,600 inside and outside 
workers 


895 firemen; 900 police officers 


5,000 nurses 


5,300 inside and outside workers; 
780 firemen; 1,000 police officers 


10,500 inside and outside workers 


20,595 general labour and trade 
employees 


1,000 plant employees 


1,500 grain elevator employees 


2,950 production employees 


3,115 hourly rated employees 


2,665 mine employees 


13,060 public service employees 


3,600 office, clerical and technical 


employees; 3,075 transit and mainten- 


ance employees 


14,915 public utility employees 


5,500 retail store and warehouse 
employees 


4,350 mine, mill and office employees 


3,200 shipbuilding employees 


50,000 construction employees 


Contract Expiry 


Dec. 30 


Dec. 31 


Dec. 31 


Jan. 7 


Jan. 31 


Jan. 31 


Eloy NS 


Feb. 25 


Feb. 28 


March 23 


March 31 


March 31 


March 31 


April 30 


April 30 


April 30 
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Post Canada 


a Canada__ Postes 
Postage paid Port paye 
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third troisieme 
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